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ABSTRACT 


This  thesis  is  an  assessment  of  concerns  expressed  by 
government  sources  regarding  the  extent  and  the  iapact  of 
current  shipbuilding  contract  escalation  coverage.  The 
review  encoepasses  the  evolution  of  the  current  coverage  and 
provides  an  examination  of;  how  and  why  it  has  cone  about, 
the  complexity  of  the  escalation  clause,  the  extent  of 
coverage  and  the  effects  of  the  current  clause. 

The  analysis  emphasizes  the  change  in  the  Havy's 
approach  to  escalation  coverage  that  has  occurred  since 
1962.  It  was  concluded;  that  the  ship  acquisition 
environment  has  influenced  the  development  of  the  current 
escalation  clause,  that  escalation  coverage  has  become 
progressively  more  comprehensive  and  that  the  use  of  the 
current  escalation  clause  does  have  some  adverse  effect  on 
the  shipbuilding  process. 
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I.  IBIBQggSUQg  ££D  SASmosig 


A.  BACK  GROUND 

Discussion  with  officials  involved  in  the  United  states 
Navy  (Navy)  ship  acquisition  process  at  the  systeas  coaaand 
level  disclosed  concern  over  current  contract  escalation 
clauses.  The  concern  was  due  specifically  to  the  extent  of 
coverage  and  with  the  coiplexity  of  the  clause.  It  was 
suggested,  by  systeas  coaaand  personnel,  that  an  objective 
assessaent  of  the  current  escalation  coverage  be  perforaed. 

The  author's  research  indicated  that  the  evolution  of 
ship  acquisition  contractual  arrangeaents  and  the  clauses 
contained  within  have  been  influenced  to  a  large  degree  by 
the  environaent  involved.  It  becaae  evident  to  the  author 
during  the  research  process  that  the  three  aost  influential 
factors  within  that  environaent  are,  the  coaplex  design  and 
construction  process,  political  forces  and  the  requireaent 
to  build  all  ships  in  coaaercial  shipyards. 

The  author's  research  indicated  that  construction  of 
Navy  ships  is  a  long  tera  undertaking  which  can  take 
anywhere  froa  three  to  seven  years  depending  on  the  size  of 
the  ship  and  the  coaplexity  of  design.  The  coaplexity 
involved  becoaes  apparent  when  the  requireaent  itself  is 
exaained.  The  ships  in  question  aust  be  able  to  accoaodate 
soae  of  the  aost  sophisticated  weapon  systeas  developed  to 
date.  They  aust  be  able  to  operate  for  sustained  periods  of 
tiae  under  either  conventional  or  nuclear  power.  The  sheer 
size  and  operaitonal  requireaent  for  soae  ships  provides 
soae  indication  of  the  coaplexity  entailed. 


The  modern  aircraft  carrier  has  to  be  able  to  operate  at 
high  speeds,  launch  and  recover  the  tost  sophisticated 
coebatant  aircraft  in  existence  and  provide  suitable  living 
and  working  accoaodat ions  for  up  to  six  thousand  people. 
Another  exaaple  of  size  as  an  indication  of  the  coaplexity 
of  the  requireaent  is  the  aodern  fleet  ballistic  aissile 
subaarines.  These  subaarines  are  alaost  as  long  as  two 
football  fields,  as  vide  as  a  city  bus  is  long  and  are  able 
to  carry  and  launch  24  long  range  aissiles  that  weigh  up  to 
63  tens  each. 

The  long  tera  nature  and  coaplexity  involved  in 
shipbuilding  are  discussed  because  they  are  deterainants  of 
risk  which  directly  influences  contract  type  and  contract 
provisions.  Another  input  to  the  contract  risk  involved  is 
the  fact  that  ship  design  is  by  its  very  nature  subject  to 
continual  change. 

The  author's  research  indicated  that  the  acquisition  of 
ships  involves  political  raaif ications  because  required 
funding  has  to  coae  about  as  a  result  of  congressional 
legislation.  It  was  learned  that  the  high  cost  of  ships  is 
reason  for  continuous  debate  and  concern  over  aethods  of 
acquiring  thea  and  requires  extensive  justification  on  the 
part  of  the  Navy.  A  review  of  the  United  States  (U.S.) 
Congressional  record  indicated  that  the  Congress  as  guardian 
of  public  funds  is  nor  sally  not  in  favor  of  open  ended  cost- 
type  shipbuilding  contracts.  Another  very  iaportant  reason 
for  political  interest  is  the  nuaber  of  jobs  that  can  be 
provided  to  a  particular  geographical  area.  A  major 
shipbuilder  in  the  U.S.  can  employ  thousands  of  workers. 
This  can  afford  shipbuilders  a  sound  political  base  froa 
which  to  influence  Navy  contrasts.  Other  aspects  of  the 
political/congressional  process  that  have  a  significant 


impact  on  contractual  arrangements  with  the  shipbuilders  are 
the  socioeconoaic  requirements  aan dated  by  federal  lav. 
These  requireaents  are  very  often  iapleaented  by  means  of 
Governaent  contracts. 

The  initial  research  efforts  found  that  the  third  factor 
that  has  influenced  contractual  arrangeaents  is  the  lack  of 
alternative  construction  facilities.  Begarding  the 
construction  of  navy  ships,  the  accepted  practice  is  that  it 
be  performed  in  coaaercial  shipyards.  Because  of  this  the 
Navy  has  allowed  its  inhouse  capability  to  design  and  build 
ships  to  deteriorate  causing  the  Governaent  to  have  limited 
flexibility  in  cases  where  there  are  disagreements  with 
shipbuilders  over  contract  costs,  delivery  schedules, 
specifications  or  clauses.  This  situation  can  be  a 
difficult  one  for  the  Navy  especially  when  the  goals  and  the 
requireaents  of  the  parties  are  considered.  The  author's 
research  indicates  that  the  Navy  is  constantly  constrained 
by  the  urgency  of  acquiring  ships  to  provide  for  the  defense 
of  the  country.  The  aajor  shipbuilders  on  the  other  hand 
are  not  so  constrained  and  are  concerned  priaarily  with  cash 
flow  and  profits. 


Another  difficult  aspect  of  buying  ships  commercially  is 
that  the  Navy  is  required  to  obligate  shipbuilding  funds 
appropriated  by  congress  in  a  tiaely  fashion,  contractors 
knowing  this,  can  stretch  out  negotiations  in  .  pursuit  of 
higher  prices  and  aore  favorable  contract  provisions.  It  is 
also  important  to  note  that  the  majority  of  the  aajor 
shipbuilder's  business  is  with  the  Navy  because  coaaercial 
ship  construction  has  migrated  to  foreign  yards.  k 
situation  has  resulted  where  the  Navy  and  the  shipbuilders 
have  little  alternative  but  to  deal  with  each  other.  It  is 
the  author's  opinion  that  due  to  the  urgency  of  the 


requirement  and  the  largeness  of  the  business  entities 
involved  in  shipbuilding  the  Navy  is  at  a  disadvantage  in 
the  acquisition  process  and  eust  sake  contractual 
concessions  to  acquire  ships. 

This  brief  discussion  of  the  important  factors  that 
influence  the  ship  acquisition  process  is  necessary  prior  to 
an  evaluation  of  the  use  of  a  current  contract  provision 
such  as  the  Escalation  clause.  As  stated  before  the  reason 

t 

is  that  these  factors  influence  the  kind  of  contractual 
arrangeaent  the  Navy  sust  enter  into  vith  private 
shipbuilders  to  acquire  ships.  The  arrangeaent  is  the 
result  of  the  contract  type  and  the  terns  and  conditions 
that  sake  up  the  contract.  Prior  to  a  discussion  of  a 
particualr  provision  contained  in  shipbuilding  contracts 
such  as  the  escalation  clause,  it  is  also  necessary  to 
understand  the  type  of  contract  in  use  today. 

There  are  tvo  basic  contract  types  used  for  the 
acquisition  of  ships  by  the  Navy.  They  are  the  fixed  price 
type  and  the  cost  type.  The  major  difference  between  these 
tvo  types  of  contracts  is  the  allocation  of  cost  risk  to  the 
parties  to  the  contract.  The  fixed  price  type  of  contract 
provides  for  the  assumption  of  the  majority  of  the  cost  risk 
by  the  contractor  whereby  the  cost  type  contract  allocates 
the  assumption  of  the  majority  of  the  risk  to  the 
Government.  A  study  prepared  by  the  Assistant  Secretary  of 
the  Navy  £Bef.  1  ]  indicates  that  most  shipbuilders  would 
favor  a  cost  type  contract  when  there  is  a  high  degree  of 
risk  involved. 

There  is  some  merit  associated  vith  this  considering  the 
risks  associated  vith  Navy  shipbuilding  due  to  length  of 
construction,  complexity  of  design  which  is  subject  to 
constant  change  and  the  existence  of  federally  mandated 


requirements.  The  Navy  on  the  other  hand  has  generally 
advocated  the  use  of  the  fixed  price  type  of  contract  to 
acquire  ships.  There  is  merit  to  this  arquaent  which 
emphasizes  keeping  costs  down,  providing  incentive  for 
effective  management,  incenti vizing  timely  delivery  and 
aiding  in  the  process  of  budgeting  and  managing  appropriated 
funds.  Arguments  for  either  position  can  be  convincing  and 
therein  lies  a  problem  of  devising  a  contractual  arrangement 
to  accomodate  the  desires  and  needs  of  both  the  shipbuilder 
and  the  Navy.  Interviews  with  Navy  headquarters  personnel 
indicated  that  ships  acquired  by  the  Navy  are  being  built 
under  a  fixed  price  type  contract.  There  are  some  ships, 
however,  being  built  under  cost  type  contracts.  These  are 
normally  the  first  ship  of  a  new  class  because  it  is 
considered  more  equitable  for  the  shipbuilders  given  the 
complexities  and  unknowns  affiliated  with  a  new  class  of 
ships.  This  is  significant  in  that  it  is  an  indication  of  a 
shift  in  thinking  regarding  the  allocation  of  cost  risk 
under  Navy  shipbuilding  contracts.  The  cost  type  contract 
allows  the  shipbuilder  to  shift  almost  all  the  cost  risk 
associated  with  ship  construction  to  the  Government.  This 
kind  of  contracting  is  at  the  opposite  end  of  the  risk 
spectrum  from  the  Firm  Fixed  Price  (FFP)  contract.  It  was 
determined  through  interviews  with  systems  command  personnel 
that  at  one  time  the  FFP  contract  was  considered  the  most 
effecient  and  effective  way  to  buy  ships. 

Contracts  used  for  the  acquisition  of  ships  other  than 
the  leadship  of  the  class  are  of  the  fixed  price  type  and 
are  called  Fixed  Price  Incentive  Fee  With  Economic  Price 
Adjustment  contracts  (FPI/Escalation)  .  Appendix  A  was  taken 
from  the  DOD  Incentive  Contracting  Guide,  [Bef.  2]  and 
provides  a  brief  discussion  of  this  type  contract.  The 
development  of  this  form  of  fixed  price  contracts  is 
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significant  because  it  has  allowed  the  Navy  to  acquire  ships 
and  at  the  sane  tine  accoaodate  the  denands  of  concerned 
Navy  personnel,  the  congress  and  the  shipbuilders. 

The  FPI/Escalation  contract  has  allowed  the  Navy  to 
satisfy  elenents  within  its  organization  that  have  shown 
extreae  concern  over  the  use  of  cost  type  contracts.  The 
FPI/Escalation  contract  is  also  advantageous  politically  in 
that  it  keeps  the  Navy  fro  a  having  to  tell  the  taxpayer  and 
the  Congress  that  very  costly  itens  are  being  bought  fron 
industry  under  cost  type  arr angeaents.  This  kind  of 
contract  is  advantageous  to  shipbuilders  because  it  shifts 
auch  of  the  cost  risk  associated  with  the  length  of 
construction  and  the  coaplexity  of  design  to  the 

Governaent . 

The  significance  of  this  contractual  arrangeaent  is  that 
although  it  is  of  the  fixed  price  variety  it  represents  a 
substantial  shift  toward  risk  sharing  features  of  a  cost 
type  arrangeaent.  The  specific  features  of  this  contractual 
arrangeaent  are  the  escalation  clause,  the  incentive  sharing 
provisions  and  the  ceiling  price  provision.  These 
provisions  have  evolved  in  soae  cases  to  the  point  where  the 
contract  has  literally  becoae  cost  type  in  nature.  It  is 
necessary  to  have  soae  understanding  of  contract  type 
because  the  author’s  research  indicates  that  it  has  had  an 
influence  on  the  developaent  of  the  current  escalation 
clause. 

B.  OBJECTIVE/SCOPE 

It  is  the  objective  of  this  thesis  to  depict  how  and  why 
the  current  net  hod  of  escalation  coverage  has  coae  about, 
why  the  clause  is  so  coaplex,  if  the  clause  provides 
excessive  coverage  and  if  the  clause  is  having  an  adverse 


impact  on  the  shipbuilding  process.  It  is  intended  that  an 
assessment  of  this  type  will  allow  those  involved  in  the 
acquisition  process  an  opportunity  to  sake  a  detersination 
of  future  action  concerning  shipbuilding  contract  escalation 
provisions. 

The  scope  of  the  thesis  will  be  to  demonstrate  the 
escalation  clause  in  the  ship  acquisition  environment, 
describe  shipbuilding  contracts  and  the  evolution  and 
provide  an  analysis  of  current  escalation  provisions. 
Particular  emphasis  is  placed  on  the  transition  from  a  fixed 
expenditure  phasing  type  escalation  clause  to  an  actual 
expenditure  phasing  type  clause. 

The  paper  is  not  an  attempt  to  show  that  either  the 
shipbuilder  or  the  Havy  is  right  or  wrong  regarding 
contractual  arrangements  and  particularly  the  escalation 
clause.  It  is  an  attempt  to  provide  the  opportunity  to  look 
objectively  at  shipbuilding  contract  escalation  coverage. 
In  reviewing  the  current  shipbuilding  escalation  provisions 
it  is  necessary  to  understand  that  it  is  the  product  of  an 
ongoing  process  that  has  been  in  progress  since  the  pre 
Horld  Bar  II  period.  The  author  has  selected  the  period 
from  196  2  until  the  present  as  the  period  of  significance. 
It  is  also  necessary  to  keep  in  mind  that  the  current 
escalation  prevision  is  the  result  of  the  efforts  of  two 
very  large  and  powerful  entities,  namely  the  United  States 
Government  (Government)  and  the  corporate  organizations  that 
own  the  shipbuilder. 

C.  BETHODOLOGY 

The  approach  to  the  problem  will  be  one  utilizing 
content  analysis,  informal  interviews,  a  literature  search 
and  personal  experience.  The  interviews  were  conducted  with 


individuals  at  the  Navy  headquarters  level  and  field 
activities  who  sere  knowledgeable  in  the  Navy  ship 
acquisition  process.  The  individuals  include  those  working 
with  sajor  ship  acquisition  programs,  contracting  personnel 
and  Department  of  Defense  (DOD)  auditors.  The  author's 
experience  includes  assignments  with  two  major  shipbuilding 
acquisiton  programs  and  with  the  claims  group  established  by 
the  Navy  in  1976  to  aid  in  settling  major  shipbuilding 
claims. 

D.  THESIS  ORGANIZATION 

The  first  chapter  provides  information  concerning  the 
environment  that  influences  the  acquisition  process.  It 
also  provides  some  background  information  concerning  the 
contractual  arrangements  with  major  shipbuilders.  It  is 
intended  that  the  results  of  research  in  these  two  areas 
will  provide  the  basis  for  determining  how  and  why  the 
current  escalation  clause  has  evolved  to  what  it  is  today. 

Chapter  II  will  explain  the  purpose  of  escalation 
clauses.  It  will  provide  some  understanding  of  the  basic 
operation  of  escalation  clauses  used  in  contracts  for  Navy 
ships.  Prior  to  going  to  Chapter  III  and  reviewing 
developments  in  escalation  coverage  over  the  recent  past 
(1962  -  1982)  some  historical  background  will  be  provided. 
This  chapter  is  intended  to  help  the  reader  understand  how 
these  clauses  started, what  their  purpose  is  and  how  they 
operate. 

Chapter  III  will  provide  an  in  depth  review  and 
comparison  of  the  significant  changes  in  escalation  coverage 
over  the  past  20  years.  It  was  during  this  period  that  a 
drastic  change  in  the  way  the  Navy  provided  escalation 
coverage  cane  about,  and  that  the  concept  of  reimbursing  the 


contractor  for  alaost  all  of  the  effects  of  inflation  was  to 
occur.  It  is  intended  that  the  research  effort  in  this  area 
will  answer  questions  pertaining  to  the  increase  in 
coaplexity  and  the  aaount  of  coverage  provided.  The  effort 
will  also  provide  sore  of  the  answer  to  the  question  of  how 
and  why  the  current  clause  got  to  be  as  it  is  today. 

Chapter  IV  will  analyze  the  effects  of  the  transition 
froa  the  1962  escalation  clause  to  the  1975  clause.  The 
analysis  will  detera.ine  the  desireable  and  undesireable 
effects  of  the  transition. 

Chapter  V  will  provide  a  suaaary  and  conclusion  of  the 
research  and  analysis.  The  author  will  provide 
recoaaendations  concerning  future  shipbuilding  contract 
escalation  coverage. 
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ii.  sammiag  sssnAim  si> *&§&§. 


A.  IHTRODUCTIOH 

Prior  to  an  analysis  of  the  current  shipbuilding 
escalation  clause  it  is  necessary  to  have  a  general 
understanding  of  the  purpose  of  escalation  clauses,  hoe  they 
operate  and  their  historical  development.  The  historical 
aspect  of  Chapter  II  will  be  up  through  the  developsent  of 
the  levy's  1975  Standard  Escalation  clause.  Chapter  III 
will  analyze  the  developments  in  escalation  coverage  from 
1962  through  the  present. 

B.  PURPOSE  OP  CLAUSES 

The  term  "escalation"  is  used  here  to  describe  the  post 
contract  award  cost  increases  incurred  as  a  result  of  higher 
labor  and  material  costs  in  the  shipbuilding  industry. 
Stated  another  way,  the  term  is  used  to  describe  the  impact 
of  inflation  on  contract  costs  during  the  period  of  ship 
construction. 

Escalation  provisions  are  included  in  shipbuilding 
contracts  for  Ha vy  ships  to  alleviate  the  effects  of 
inflation  on  the  contractor's  labor  and  material  costs.  The 
Defense  Acquisition  Regulation  (DAR)  [Ref.  3],  indicates 
that  there  nay  be  Economic  Price  Adjustments  to  fixed-price 
type  contracts,  "when  the  contracting  officer  determines 
that  price  adjustment  provisions  are  necessary. . .to  protect 
the  contractor  and  the  government  against  significant 
economic  fluctuations  in  labor  or  material  costs..  ."[Ref. 
3].  The  Ravy  currently  uses  a  Cost  Index  Hethod  of 
providing  escalation  coverage  which,  according  to  the  DAR, 


and  is 


is  "designed  to  ainiaize  contingency  pricing", 
recoaaended  when: 


1.  There  will  be  an  extended  period  of  perforaance  with 
significant  costs  to  be  incurred  beyond  one  year  after 
coaaenceaent  of  contract  perofraance. 

2.  The  contract  aaount  subject  to  adjustaent  is 
sub st antial. 


3. 


The  economic  .variables  for  labor 
d|t Brained _to  be.  too  unstable  to  reflect 


or  labor  a 

_  -  T  _  _ ble  to  refl 

_ /ision  of  rislt  between  the  partis 

price  adjustaent  provisions  .[  Her .  3] 


nd  aaterial 


a  reasonaife 
absent  economic 


escalation  provisions  are  only  applicable  to  fixed-price 
type  contracts.  Cost  type  contracts  do  not  require 
escalation  coverage  due  to  the  fact  that  the  Government 
assuaes  the  aajority  of  the  cost  risk  and  is  coaaaitted  to 
reimbursing  a  contractor  for  all  allowable  and  allocable 
costs.  Support  for  the  current  use  of  the  Cost  Index  Hethod 
of  cconoaic  price  adjustaent  is  that  it  is  thought  to 
ainiaize  contingency  pricing  by  requiring  shipbuilders  to 
subait  their  price  proposals  in  Base  Honth  dollars.  Under 
this  kind  of  clause,  payaents  of  the  basic  contract  cost 
(basic  Costs)  are  aade  periodically,  are  based  on  physical 
progress  with  an  adjustable  billing  base,  and  are  calculated 
in  Base  Bonth  dollars.  The  payaent  of  escalation  is 
calculated  separately  on  the  basis  of  an  agreed  to  index  and 
on  the  actual  incurred  costs. 


The  intent  of  the  escalation  provisions  currently  used 
in  Navy  shipbuilding  contracts  is  to  consider  the  long  tern 
aspects  and  coaplexity  involved  in  the  process,  to  remain 
within  the  DIB  provisions,  but  accomodate  the  shipbuilding 
process  and  provide  an  arrangeaent  whereby  the  shipbuilder 
is  approximately  compensated  for  inflationary  effects.  The 
author*s  research  indicates  that  the  mechanics  of  this  kind 
of  clause  are  intended  to  recognize  the  fact  that  the 
shipbuilder  aaintains  some  control  over  the  degree  to  which 
his  costs  are  affected  by  inflation. 
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C.  OPERATION  OF  CLASSES 

The  operation  of  the  Cost  Index  Method  of  economic  price 
adjustment  currently  used  in  Navy  shipbuilding  contracts 
requires  a  labor  and  saterial  index.  The  material  index 
used  is  termed  the  Material  Index  for  Steel  Vessel 
Contracts.  It  is  made  up  of  the  elementary  Bureau  of  Labor 
Statistics  material  indexes  for  Iron  and  Steel ,  General 
Purpcse  Machinery  and  Electrical  Machinery  and  Equipment 
[Ref.  4  ].  This  material  index  has  been  criticized  because 
it  does  not  include  inputs  for  many  of  the  other  materials 
that  go  into  the  construction  of  a  ship.  The  author's 
research  effort  indicated  that  the  advantage  of  this  index 
is  its  simplicity  in  that  the  use  of  a  few  elements  that  are 
very  familiar  to  the  shipbuilding  industry  provides  for 
increased  predictability  which  is  of  primary  importance  in 
the  pricing  of  long  term  shipbuilding  contracts.  Increased 
predictability  is  significant  in  that  shipbuilders  generally 
approach  pricing  by  fully  forward  pricing  the  anticipated 
contract  and  subtracting  out  an  estimate  of  escalation  to  be 
recovered  under  the  escalation  clause.  The  more  predictable 
the  estimate  of  escalation  the  less  opportunity  there  is  for 
overpricing  or  underpricing  the  contract. 

The  labor  index  used  to  facilitate  current  shipbuilding 
escalation  provisions  is  the  Index  of  Average  Hourly 
Earnings  for  Steel  Vessel  contracts.  This  index  is 
claculated  for  the  Navy  by  the  Bureau  of  Labor  Statistics 
and  published  monthly.  It  is  based  on  labor  data  inputs  of 
straight -time  hourly  wages  from  17  private  shipyards.  This 
input  is  voluntarily  submitted  and  does  not  include  shift 
differentials ,  overtime  premiums,  or  holiday  premiums. 
First-line  supervisory  wages  are  reported  as  direct  labor. 


The  escalation  payaent  calculation  (greatly  siaplifiad) 
for  a  aonthly  pariod  andar  currant  Vary  shipbuilding 
contract  provisions  is  as  shown  in  Exhibit  II- 1.  It  was 
taken  froa  NAVSEA  data. 


MONTHLY 
ESCALATION 
PA  THENT 


CHANGE  CONTRACTOR * S 

IN  THE  X  ACTUAL  INCUSED 
INDEX  COST 


Exhibit  II-1 

SIMPLIFIED  ESCALATION  CALCULATION 


There  can  be  soaa  variation  in  this  calculation  depending  on 
the  desire  to  arrive  initially  at  either  the  escalation 
costs  or  the  base  contract  costs . 

The  escalation  calculation  is  intended  to  be  carried  out 
in  three  operations,  treating  direct  labor  costs,  aaterial 
costs  and  indirect  costs  separately  due  to  differences  in 
applicalble  index  and/or  fraction  of  costs  covered  by  the 
escalation  provisions.  Monthly  escalation  payaents, 
calculated  as  noted,  are  paid  throughout  the  life  of  the 
contract  subject  to  delivery  constrained  Uniting  dates  and 
to  liaiting  dollar  aaounts.  Escalation  payaents  are  not 
aade  on  incurred  costs  which  exceed  the  contract  ceiling 
price  identified  in  the  incentive  sharing  agreeaent.  The 
current  escalation  provisions  provide  for  frequent 
rei abuts eaent  of  cost  increases  incurred  as  long  as  they  are 
within  the  agreed  upon  dollar  liaits.  The  provisions  also 
provide  for  payaent  of  escalation  outside  the  contract 
incentive  pricing  arrange  sent.  By  Beans  of  the  Payaents 
clause,  payaent  of  the  basic  contract  price  is  aade  on  a 
percentage  of  coapletion  basis. 
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In  suaaary  the  escalation  clause  is  to  protect  the 
Governaent  and  shipbuilder  against  aconoaic  fluctuations  and 
to  eliainate  contingency  pricing.  The  operation  of  current 
clauses  are  based  on  labor  and  aaterial  indices  derived  froa 
BLS  data  applied  to  shipbuilders  costs  to  deteraine  his 
increase  or  decrease  in  expected  costs  due  to  inflation. 
This  is  an  overview  of  current  escalation  provisions.  A 
aore  in  depth  analysis  will  be  provided  in  chapter  II  under 
the  beading  c£  the  1975  standard  clause. 

D.  HISTORICAL  PERSPECTIVE 

The  escalation  clause  that  is  currently  being  used  in 
aajor  Navy  shipbuilding  contracts  has  its  basis  in  the  fact 
that  escalation  payaents  are  coaputad  using  the  contractor's 
actual  incurred  costs.  It  is  the  result  of  a  clause  that 
was  devised  in  1975  by  the  Vavy  which  has  undergone  constant 
revision.  The  author's  research  indicates  that  this 
revision  has  been  as  a  result  of  the  deaands  of 
shipbuilders,  and  in  keeping  with  the  Navy's  apparent  policy 
of  in  fact  relieving  the  shipbuilders  of  as  auch  of  the 
business  risk  of  inflation  during  ship  construction  as  is 
possible. 

There  is  one  other  priaary  shipbuilding  contract 
escalation  clause  that  has  been  used  by  the  Navy  during  the 
period  of  the  last  20  years  which  is  the  Pixed  Curve  clause 
devised  in  1962.  The  operation  of  this  clause  is  based  on 
the  preaise  of  a  fixed  baseline  in  teras  of  cost  subject  to 
escalation  and  the  tiae  phasing  of  those  costs. 

It  is  interesting  to  note  that  the  Pixed  Curve  clause 
was  developed  during  a  period  when  the  Navy  was  buying  ships 
on  a  Pixed-Price  basis.  After  the  Navy  deterained  that  it 
was  aore  prudent  to  institute  a  new  concept  of  contracting 
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for  ships  in  the  for*  of  Pixed  Price  Incentive  (PPI) 
contracts,  it  becase  necessary  to  eventually  sodify  the  1962 
escalation  clause.  PPI  contracting  for  ship  construction 
case  into  being  in  the  196  0s  and  was  viewed  as  a  less  rigid 
fors  with  a  shifting  of  the  assumption  of  sose  cost  risk 
froa  the  shipbuilder  to  the  government.  The  Pixed  Curve 
escalation  clause  (1962)  continued  to  be  used  in  PPI 
contracts  until  1975  when  the  Actual  Cost  clause  (1975)  was 
developed.  This  clause  was  definitely  less  rigid  than  the 
1962  clause  and  very  much  in  keeping  with  the  shifting  of 
risk  concept  embodied  in  the  PPI  contract.  Research 
indicates  that  this  occurred  as  a  result  of  factors  such  as 
product  complexity  and  business  pressure. 

A  literature  search  conducted  by  the  author  revealed 
that  escalation  provisions  currently  used  in  shipbuilding 
contracts  are  a  by-product  of  certain  types  of  price 
redetermination  provisions  that  were  used  prior  to  Borld  War 
II.  "Price  redeteraination"  provisions  were  normally  used 
in  contracts  where  the  Government  might  have  reason  to  think 
that  the  contractor's  proposed  price  was  unreasonably  high 
and  wanted  to  make  provision  for  downward  repricing  based  on 
contractor  submitted  cost  data  for  partial  completion  of  the 
contract. 

It  was  during  the  1939-19*1  tine  frame  that  the  Wavy 
began  using  escalation  clauses  in  all  of  its  contracts  to 
deal  with  the  increasing  problem  of  inflation.  The  initial 
kind  was  a  labor  and  material  index  clause.  This  type  of 
clause  provided  for  a  percentage  of  changes  in  specified 
labor  and  material  indices  to  be  applied  to  a  contractor's 
actual  expenditures.  This  approach  to  escalation  recovery 
is  conceptually  very  similar  to  current  shipbuilding 
escalation  provisions  whereby  recovery  is  based  on  actual 
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incurred  costs.  The  literature  on  this  subject  indicates 
that  there  was  concern  over  the  usa  of  the  actual 
expenditure  basis  of  escalation  recovery  in  that  it  was 
allowing  an  increase  of  costs  on  an  increase  already 
contained  in  the  contractor's  actual  expenditures. 

After  world  War  IX  the  Wavy  devised  two  escalation 
clauses  in  an  atteapt  to  accoaodate  contractor's  deaands  for 
protection  against  rising  costs.  One  clause  was  for  labor, 
and  upon  coapletion  of  the  contract  provided  for  a  one  time 
escalation  of  direct  labor,  based  on  agreed  estimates  of 
average  hourly  wage  rates  and  total  hours  of  labor.  The 
other  clause  dealt  with  material  escalation  costs  in  the 
same  Banner,  on  the  basis  of  agreed  to  estiaates  of 
quantities  and  prices  of  raw  materials.  In  both  clauses  the 
price  adjustment  was  constrained  by  a  fixed  dollar  ceiling. 
These  clauses  were  eventually  modified  to  provide  for 
downward  as  well  as  upward  price  adjustaent  which  is  still  a 
viable  concept  in  current  shipbuilding  escalation 
provisions. 

In  1956  the  Wavy  began  using  a  soaewhat  different 
approach  to  escalation  coverage  in  shipbuilding  contracts. 
A  new  clause  was  devised  which  provided  for  a  dollar  for 
dollar  reimbursement  on  subcontracts  and  a  material  index 
for  use  in  escalation  recovery  on  raw  materials  cost.  k 
regional  labor  index  was  used  in  determining  escalation 
recovery  on  direct  and  indirect  costs.  In  1959  this  clause 
was  revised  to  use  a  material  index  developed  by  the  Wavy 
and  the  Baritiae  Adainistration  for  all  escalation  recovery 
on  all  aaterial  costs,  eliminating  the  pass  thru 
reiaburseaent  type  coverage  for  subcontract  costs. 

Xn  1962,  a  standard  shipbuilding  contract  escalation 
clause  was  devised  by  the  Wavy.  The  regional  labor  index 
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used  in  th«  1959  clause  vas  replaced  with  a  national  labor 
index  that  was  originally  based  on  the  average  straight  tine 
hourly  earnings  of  twenty-one  selected  shipyards.  The 
satecial  index  reaained  the  saae  as  that  used  in  the  1959 
clause.  The  last  sajor  conceptual  change  in  shipbuilding 
escalation  clauses  was  in  1975  when  the  Nawy  developed  the 
Actual  Cost  clause.  To  date,  the  significant  changes 
regarding  the  use  of  this  clause  have  been  in  the  area  of 
using  separate  indices  for  escalation  coverage  of  certain 
costs,  direct  pass  through  escalation  coverage  for 
governsent  caused  increases,  and  iaproved  escalation 
coverage  past  the  contract  delivery  date  until  the  actual 
delivery  date. 

It  is  interesting  to  note  that  the  concept  of  escalation 
recovery  in  the  fora  of  direct  pass  throughs,  appears  to 
have  soae  precedent  in  the  early  years  of  escalation  clause 
developaent.  The  author's  literature  search  indicates  that 
it  vas  referred  to  as  autcsatic  coverage  by  the  Governeent, 
for  Governnent  actions  that  caused  labor  cost  increases  that 
in  turn  resulted  in  contract  cost  increases.  This  kind  of 
coverage  vas  a  result  of  actions  taken  by  the  Office  of 
Price  Adainistration  regarding  the  establishsent  of  aaxiaun 
prices  and  actions  taken  by  the  (Tar  Labor  Board  that  caused 
increases  in  labor  costs.  In  July  of  1944  a  clause  connonly 
referred  to  as  the  "Forrestall"  clause  was  incorporated  into 
Navy  contracts  to  eliainate  soae  of  the  risk  associated  with 
U.s.  Governaent  actions  that  caused  price  increases.  Under 
this  clause  the  contractor  had  to  warrant  that  its  contract 
price  did  not  contain  any  contingency  allowances  for  wage 
and  salary  increases  or  adjustaents  in  other  teras  and 
conditions  of  eaployaent.  The  clause  also  said  that  in  the 
case  where  the  contractor  was  ordered  by  a  "duly  authorized 
agency  of  the  federal  governaent"  [Bef.  5 ]  to  aake  such 


changes  in  its  wages,  salaries,  or  other  terns  and 
conditions  of  enployanent  as  would  substantially  effect  the 
cost  of  perforaing  the  contract,  the  contract  price  would  be 
adjusted  by  mutual  agree  sent. 

E.  SOHHARY 

In  suaaary,  it  is  helpful  to  understand  the  apparent 
origins  of  sone  of  the  current  concepts  of  escalation 
recovery  that  are  in  operation  today  when  trying  to  evaluate 
if  their  current  use  is  in  fact  appropriate.  The  next 
chapter  will  be  an  analysis  of  recent  escalation  coverage 
used  in  shipbuilding  contracts.  It  will  look  at  only  two 
clauses  and  will  cover  the  past  20  years  of  experience. 


HI.  RECENT  SHIPBUILDING  ESCALATION  CLAUSES 


A.  INTRODUCTION 

This  chapter  will  provide  an  analysis  of  the  Navy's 
shipbuilding  escalation  coverage  froa  1962  through  the 
present.  There  will  be  two  specific  clauses  involved  naaely 
the  Pixed  Curve  clause  (1962)  and  the  Actual  Cost  clause 
(1975).  The  change  froa  the  1962  clause  to  the  1975  clause 
aarks,  in  the  author's  opinion,  a  lajor  shift  in  the 
philosophy  concerning  escalation  coverage.  The  analysis 
will  aid  in  understanding  why  the  Navy  uses  the  current  fora 
of  coverage.  It  will  also  aid  in  understanding  the  kind  and 
extent  of  coverage  in  effect  today  to  provide  the  basis  for 
an  analysis  of  the  possibility  of  excess  coverage.  This 
chapter  will  also  provide  the  basis  for  an  analysis  of  the 
coaplexity  and  adverse  iapact  resulting  froa  the  use  of  the 
current  clause. 

B.  FIXED  CURVE  CLAUSE  (19  62) 

1.  Background 

In  1962  the  Depart aent  of  Defense  encouraged  the  use 
of  incentive  contracts.  Figures  taken  froa  D.F.  Pace's  text 


(Ref.  6]  for  1960  indicate  that  13. 

1%  of 

all 

the  Navy's 

contracting  was  in  the  fora  of  Fixed 

Price 

Incentive  (FPI) 

contracts.  The  reaaining  86.9  % 

contract  fora: 

was  in 
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following 

Fira  fixed  price 

31. 9% 

Fixed  price  redeterainable 

6.7% 

Fixed  price  escalation 

18.6% 

Coat  reiaburseaent  type  contracts 

29.7% 

Daring  this  period  it  appears  from  the  statistics  that  the 
Navy  was  frequently  using  a  fixed-price  contracting  node. 

In  the  author's  opinion  the  tines  were  nore 
conducive  then  than  today  for  the  use  of  fixed-price 
contracts  in  the  acquisition  of  ships.  There  are  two  najor 
reasons  for  this.  The  first  is  the  fact  that  in  the  past, 
some  ships  for  the  Navy  were  being  constructed  in  Governnent 
yards,  offering  an  alternative  to  use  of  private 
shipbuilders.  The  second  is  that  Host  shipyards  had  not  yet 
becone  owned  by  large  corporations  that  would  later  prove  to 
have  a  strong  influence  of  O.s.  Governnent  contract  terns 
and  conditions.  The  author's  research  indicated  another 
factor  that  should  be  noted  and  that  is  that  the  econony  was 
not  nearly  so  inflationary  as  it  was  to  becone  in  the  1970s. 

In  1962  the  Navy  developed  an  escalation  clause  for 
use  in  shipbuilding  contracts  connonly  referred  to  as  either 
the  1962  Standard  clause  or  the  Fixed  Curve  clause.  This 
clause  was  developed  to  provide  approxiiate  protection  to 
both  the  Governnent  and  shipbuilder  against  the  Sleet  uati$i*s 
of  labor  and  naterial  costs  that  night  occur  between 
contract  bid  and  delivery,  and  were  outside  the  control  of 
the  contractor.  The  clause  evolved  fron  experience  with  the 
shipbuilding  industry  by  the  Navy  and  the  Haritine 
Adninistration.  The  author  deternined  by  way  of  interviews 
with  Navy  contracting  officials  that  conceptually  the 
inception  of  this  clause  was  influenced  by  the  fixed-price 
contracting  that  was  predoninant ly  used  at  the  tine.  It  is, 
in  effect  a  Pirn  Fixed-Price  contract  escalation  clause,  in 
that  it  enploys  a  fixed  baseline  in  terns  of  costs  subject 
to  escalation  and  the  tine  phasing  of  the  costs. 


2.  Operation 


Zn  the  author's  opinion  the  clause  was  not  overly 
long  or  coaplex,  it  was  easy  to  adsinister  and  the  only 
unknown  at  the  tiae  of  contract  award  was  the  Bureau  of 
Labor  index  changes  that  would  occur  over  the  course  of  the 
contract  as  a  result  of  changing  aaterial  and  labor  costs. 
A  copy  of  this  clause  which  was  taken  froa  a  contract  for  a 
Navy  replenishaent  ship  (AOR-1)  is  provided  in  Appendix  B 
for  purposes  of  providing  the  reader  the  opportunity  to 
becoae  faailiar  with  the  operation  of  the  provisions. 
Attention  is  directed  specifically  to  paragraphs  (b)  and  (c) 
for  guidance  in  coaputing  escalation  recovery  caused  by 
changes  in  labor  and  aaterial  costs.  Exhibit  III-1  is 
provided  to  further  assist  in  understanding  the  aethod  of 
calculating  the  escalation  payaent  due  the  shipbuilder  under 
this  clause.  Inforaation  derived  froa  HAVSEA  data.  A  sample 
coaputation  of  labor  escalation  is  provided  in  Appendix  C. 

3*  Features 

To  aore  fully  understand  the  operation  of  the  Fixed* 
Curve  escalation  clause  a  suaaary,  based  on  the  author's 
perceptions,  of  the  iaportant  features  is  provided. 

a.  The  bureau  of  Labor  Satisfies  (BLS)  national  shipbuilding 
index  is  used  as  the  labor  index  and  a  weighted  coaposite 
of  three  BLS  wholesale  price  indices  is  used  as  the 
aaterial  index.  The  labor  index  is  based  on  data 
supplied  by  17  United  States  (0. S.)  shipbuilders.  The 
weights  used  in  the  aaterial  index  are:  Iron  and  Steel  - 
454,  General  Purpose  Bachinery  and  Equipaent  -  40  %,  and 
Electrical  Bachinery  and  Equipaent  -  15<. 

b.  The  percentages  of  total  costs,  made  up  of  labor, 

aaterial  and  overhead  costs  that  were  subject  to 

escalation  are  fixed  or  pre-set  at  contract  award. 
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Pre-set  Expenditures  per  Quarter 


Specified  Percentage  of  Initial 
Target  Cost 


Exhibit  III-1 

ESCALATION  CALCULATION  (19S2) 

c.  The  rates  at  which  labor,  aaterial  and  overhead  are  to  be 
expended  are  fixed  or  pre-set  at  contract  award. 

d.  The  original  target  cost  and  the  escalation  aultiplier  do 
not  change  over  the  course  of  the  contract. 

e.  costs  that  are  incurred  and  due  to  contract  changes  are 
net  subject  to  escalation  recovery. 

f.  Escalation  payments  are  to  be  sade  guarterly  or  on 
publication  on  the  indices. 

g.  Escalation  payments  are  to  continue  up  to  the  contract 
delivery  date  and  no  ad  justs  ent  is  to  be  sade  for  early 
or  late  delivery. 

4.  12&  g&agfi  S&UttX 

Again  it  should  be  espha sized  that  the  clause  is  not 

long  or  coaplex  and  does  not  pose  an  unreasonable 

administrative  burden.  There  is  only  one  unknown  (BLS 
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indices  changes)  at  contract  award  which,  in  the  author's 
opinion,  is  an  aid  to  adaini  stration  and  to  the  budget 
process  for  escalation  funding.  The  indices  used  are  of  a 
national  nature  and  encourage  the  contractor  to  control 

labor  and  saterial  costs.  The  clause  can  aid  in 

incentivizing  a  shipbuilder  to  deliver  as  close  to  contract 
delivery  as  possible.  Finally,  it  provides  for  change  work 

to  be  forward  priced,  allowing  the  Wavy  to  know  the  full 

cost  of  changes.  In  sunsary,  the  clause  does  not  to  any 
degree  reduce  the  incentives  which  the  contractor  would  have 
under  a  Fir*  Fixed-Price  contract. 

C.  ACTUAL  COST  CLAUSE  (1975) 

1.  Background 

During  the  period  between  the  development  of  the 
Fixed  Curve  clause  (1962)  and  a  new  clause,  developed  in 
1975,  there  was  change  regarding  the  type  of  contract  used 
for  the  acquisition  of  ships  for  the  Havy.  There  was  also 
change  taking  place  in  the  shipbuilding  industry  regarding 
the  ownership  and  sanageaent  of  the  shipyards.  It  was  also 
during  this  period  that  inflation  becaae  severe. 

D.F.  Pace's  text,  £Bef.  6],  indicates  that  during 
the  196  0s  the  FPI  contract  becaae  the  prevalent  type  of 
contract  used  for  the  acquisition  of  aajor  shipbuilding 
prograas.  Pace  goes  on  to  say  that  DDD  eaphasis  on  the 
wider  use  of  this  contract  fora  was  in  reaction  to  the 
extensive  use  of  the  Cost  Plus  Fixed  Fee  (CPFF)  contract. 
The  Havy,  on  the  other  hand  was  aoving  froa  the  opposite 
direction  in  an  atteapt  to  find  a  less  rigid  arrangement 
than  the  Fir*  Fixed  Price  contract  it  was  using. 

It  was  also  during  this  period  that  the  shipbuilding 
industry  was  changing  its  personality.  The  ownership  and 
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management  cf  shipyards  in  the  tJ.S.  was  changing  from 
independent  shipyards  to  major  corporate  ownership.  Such 
entities  as  Litton  Industries,  Tenneco  Incorporated,  General 
Dynamics  Incorporated,  Congolese  Corporation  and  Ogden 
Corporation  became  the  owners  of  such  major  shipyards  as 
Ingalls  Shipyard,  Newport  News  Shipbuilding  and  Drydock  Co., 
Electric  Boat  Division,  Bath  Iron  Works  and  Avondale 
Shipyards,  respectively.  It  is  the  author's  opinion  that 
with  this  kind  of  ownership  case  little  shipbuilding 
expertise  and  strong  esphasis  on  the  financial  aspects  of 
the  business,  with  profits  being  of  great  importance.  This 
approach  to  the  business  of  building  ships  was  in  contrast 
with  the  emphasis  of  the  earlier  independent  shipyard 
owners,  when  the  actual  ship  construction  was  of  prime 
importance.  Jacques  s.  Gansler,  in  his  book  The  Defense 
Industry.  [Ref.  7],  comments  on  this  very  issue  as  follows: 
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fact  that  the  new  owners  are  oriented  primarily  toward 
prefits.  whereas  the  earlier  owners,  focused  on 
shipbuilding,  has  contributed  to  the  friction  between  the 
industry  and  the  Navy  in  the  1970s. 


It  should  be  added  that  what  these  large  corporate  entities 
lacked  in  the  way  of  shipbuilding  expertise,  they  made  up 
for  in  financial  and  legal  ability.  They  were  also  most 
adept  at  using  the  political  arena  to  their  advantage  in 
conducting  business  with  the  Government. 

Background  on  shipbuilding  business  activity  during 
the  period  leading  up  to  the  development  of  the  Actual  Cost 
clause  is  needed  to  be  able  to  analyze  the  evolution  toward 
a  new  clause.  It  was  learned  through  interviews  with  Navy 
contracting  personnel  that  during  the  1960s  there  was  a 
major  increase  in  Navy  shipbuilding  programs.  This,  in  turn 
had  a  large  impact  on  the  business  base  of  the  major 
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shipbuilders,  in  that  there  was  very  little  coesercial 
shipbuilding  activity  available  in  the  O.S..  It  was  learned 
that  there  was  intense  cos  pet  it  ion  asong  the  shipbuilders  to 
obtain  the  contracts  for  the  new  shipbuilding  prograss. 

It  is  interesting  to  note  that  aulti-nillion  dollar 
claiss  were  to  be  subsitted  against  the  Bavy  by  a  nusber  of 
the  sajor  shipbuilders  as  a  result  of  contracts  awarded  for 
ships  under  these  prograss.  In  conjunction  with  these  sajor 
cost  overruns  there  were  nuaerous  late  deliveries.  Talcing 
into  consideration  the  large  nusber  of  contract  changes  that 
are  inherent  in  this  kind  of  work,  it  is  the  author's 
opinion  that  the  cost  of  such  of  this  work  was  under- 
estimated,  and  the  ability  to  acquire  the  nusbers  of  skilled 
workers  to  perforn  the  work  was  over-estimated  by  the 
shipbuilders.  It  is  inportant  for  the  reader  to  be  aware  of 
this  when  trying  to  understand  the  evolution  of  shipbuilding 
contract  escalation  provisions. 

Bost  of  the  literature  attributes  the  developaent  of 
the  1975  escalation  clause  to  the  need  to  alleviate  the 
rising  costs  of  shipbuilding  that  were  the  direct  result  of 
the  "spiraling  inflation"  during  the  1970s.  Upon  an 
analysis  of  the  1962  and  1975  clause  it  is  interesting  to 
note,  however,  that  if  the  ships  in  question  had  been  built 
according  to  schedule  and  delivered  according  to  the 
contract  (excluding  the  effect  of  change  orders),  the  Fixed 
Curve  clause  would  have  adequately  reimbursed  the 
shipbuilders  for  the  effects  of  inflation,  for  the  BLS 
indices  were  constantly  changing  to  accosodate  the  rate  of 
inflation. 

It  is  true  that  the  inflationary  trends  that  began 
in  the  aid  1960s  becaae  severe  in  the  early  1970s.  The 
spiraling  inflation  of  this  tiae  did  in  fact  contribute  to 


the  sense  of  urgency  for  a  revised  shipbuilding  escalation 
clause  esanating  froa  the  discussions  surrounding  the 
aassive  Vary  shipbuilding  claias  at  issue.  There  were 

deaands  froa  the  shipbuilding  industry  that  soaething  be 

done  about  the  econoaic  instability  that  was  contributing  to 
the  higher  than  expected  costs  of  building  ships  for  the 
Navy.  The  iaplications  were  that  the  1962  clause  was  not 
coapatible  with  the  FPI  contract  that  had  becoae  the 
accepted  arrangeaent  for  acquiring  aodern  warships. 

In  response  to  the  situation#  the  Navy#  in  1975 
devised  an  escalation  provision  that  was  aore  in  keeping 
with  the  FPI  contract  and  would  accoaodate  the  desires  of 
the  shipbuilders.  This  clause  was  to  be  referred  to  as  the 
1975  Standard  clause#  the  Harsh a  11  clause  or  the  Actual  Cost 

clause.  By  aeans  of  interviews  and  a  review  of  the 

available  literature  it  was  deterained  that  as  was  the  case 
with  the  1962  clause#  it  was  developed  to  provide  protection 
against  labor  and  aaterial  cost  fluctuations  that  night 
occur  during  ship  construction.  It  differed  froa  the  1962 
clause  in  that  protection  to  be  provided  the  contractor  was 
enhanced  with  the  Governnent  ass  using  aore  risk#  the  tera  of 
coverage  was  to  be  aore  coaprehensive  and  payaent  was  to  be 
aore  frequent.  Conceptually#  it  would  be  aore  in  keeping 
with  the  fora  of  contracting  whereby  the  eaphasis  is  on  the 
Governaent  providing  assurance  of  cost  recovery  by  the 
shipbuilder.  Again  it  should  be  noted  that  the  FPI  contract 
had  becoae  accepted  as  the  only  way  to  acquire  ships#  other 
than  in  the  case  of  the  lead  ship  of  a  class. 

2.  Operation 

The  1975  clause  in  conparison  with  the  1962  clause 
increased  in  length  and  coaplexity.  It  was  deterained  by 
aeans  of  interviews  that  it  becaae  aore  of  a  burden 


administratively  and  the  number  of  unknowns  at  contract 
award  increased,  making  the  budgeting  process  more  complex. 
A  copy  of  the  Actual  Cost  (1975)  clause  taken  from  an  FFG-7 
Class  contract  is  provided  as  Appendix  D.  Attention  is 
directed  specifically  to  paragraph  (c)  for  guidance  in 
computing  escalation  recovery  caused  by  changes  in  labor  and 
material  costs.  Exhibit  III-2  is  provided  to  further  assist 
in  understanding  the  method  of  calculating  the  escalation 
payment  due  the  shipbuilder  under  this  clause.lt  was  derived 
from  NAVSEA  data.  A  sample  escalation  computation  is 
provided  in  Appendix  E. 

ESCALATION  «  W  -  W  ,  INDEX  CHENG.(I) 

I  EC  ORB  ED  INCURRED 

(1)  Index  Change  *  Reference  Index  /  Current  Index 

Exhibit  I II -2 

ESCALATION  CON  POTATION  (1975) 

3.  Features 

Again  to  more  fully  understand  the  operation  of  the 
Actual  Cost  escalation  clause  a  summary  based  on  the 
authcr's  perceptions  of  the  important  features  is  provided. 

a.  Escalation  is  paid  on  the  basis  of  the  actual  expenditure 
phasing  of  costs,  as  they  are  incurred,  rather  than  on 
the  basis  of  a  pre-established  and  fixed  phasing  of 
costs. 

b.  Escalation  is  paid  on  the  basis  of  allowable  costs 
incurred  not  to  exceed  ceiling  price  rather  than  on  the 
fixed  basis  of  the  initial  target  cost. 

c.  Change  orders  are  included  in  the  escalation  coverage 
vice  being  separately  forward  priced.  Escalation 
ccverage  is  to  continue  through  the  actual  delivery  of 
the  ship  being  constructed  or  until  the  cumulative  de- 


escalated  costs  reach  ceiling  price.  The  value  of  the 
BIS  indices  would  resain  constant  or  da crease  for  periods 
beyond  the  contract  delivery  date, 
d.  Escalation  recovery  is  to  be  paid  to  the  shipbuilder 
acnthly  on  a  per  ship  basis  instead  of  quarterly  on  a 
contract  basis  as  in  the  past. 

4.  19^5  Clause  Sussarv 

Under  the  Actual  Cost  clause  (1975) used  in  Navy 
shipbuilding  contract,  escalation  is  defined  as: 

ESCA1ATX0I  *  COSTS  IMCUMED-BAS  Z  COSTS 

In  essence  this  clause  acts  to  de-escalate  ACTUAL  incurred 
costs.  The  clause  continues  to  provide  coverage  until  the 
ship  delivers  or  up  to  the  point  where  the  incurred  base 
costs  (COSTS  IVCUBHED  -  ESCALATION  COSTS)  reaches  the 
ceiling  price  agreed  to  in  the  contract.  This  is  a  sost 
significant  aspect  of  this  clause  in  that  it  is  essentially 
reiebursing  the  shipbuilder  for  all  of  its  costs  up  to 
ceiling  price.  In  cases  where  ceiling  price  is 

significantly  greater  than  the  target  cost  involved, 
considering  the  associated  risk,  the  resulting  arrangement 
approaches  a  cost  reiaburseaent  type  contract.  This  is  in 
contrast  with  the  Fired  Curve  clause  where  escalation  was 
coaputed  on  the  basis  of  pre-set  cost  expenditure  rates. 

In  the  author's  opinion  based  on  experience,  two 
significant  raaifications  of  this  clause  are  that  there  is  a 
lessening  of  incentive  for  the  shipbuilder  to  aeet  the 
contract  delivery  date  and  there  is  less  incentive  to 

perfcra  the  work  in  the  aost  cost  effective  Banner  froa  the 
standpoint  of  the  govern  sent. 


34 


D.  CURB  ENT  CLAUSE 


The  escalation  clause  that  is  being  used  in  soae  of  the 
aost  recently  awarded  contracts  is  a  modified  version  of  the 
Actual  Cost  clause  (1975).  The  aodif ications  have  been  the 
result  of  an  evolutionary  process  that  has  been  in  the 

direction  of  shifting  sore  of  the  cost  risk  to  the 

Governaent.  It  atteapts  to  separately  identify  certain 
costs  aore  specifically  than  the  categories  of  Haterial, 
Labor  and  Indirect  Costs  used  in  the  past  and  apply  specific 
indices  to  these  costs  for  the  purpose  of  deteraining 
escalation  recovery.  Needless  to  say,  this  has  added  to  the 
nuaber  of  variables  involved  which  in  turn  has  contributed 
to  added  difficulty  regarding  the  budgeting  process  and  the 
adainist ration  of  the  clause.  An  example  of  the  current 
clause  which  was  taken  froa  a  recent  Navy  contract  for 
attack  subaarines  is  provided  as  Appendix  F  for  the  reader 
interested  in  the  specifics  of  the  provisions  entailed.  It 

also  provides  soae  insight  into  the  increase  in  length  and 

coaplexity  involved  in  current  shipbuilding  contract 
escalation  provisions. 


Paragraphs  (C)  ,  (0)  and  (E)  of  Appendix  F  provide  a 
detailed  look  at  the  extent  of  the  separate  escalation 
coverage.  A  significant  aspect  of  these  provisions  aside 
froa  the  extensive  nuaber  of  specific  costs  and  indices 
involved,  are  the  pass  through  provisions.  The  computations 
foraula  for  escalation  payments  on  employee  benefits  cost 
increases  and  electricity  and  fuel  oil  cost  increases 
results  in  paying  the  shipbuilder  for  his  actual  costs. 
Another  change  since  the  1975  version  of  the  current  clause 
is  that  the  escalation  coverage  is  to  continue  for  240  days 
beyond  the  contract  delivery  date.  After  the  240  days  until 
actual  delivery  the  index  values  reaain  constant  or  decrease 
for  calculation  purposes. 


E.  SUMMARY 


It  is  the  author's  opinion  based  on  the  analysis  that 
the  changes  fros  the  1962  clause'  to  the  1975  clause  vas 
significant  in  that  escalation  coverage  changed  fros  being 
of  a  preset  nature  to  being  sore  of  an  actual  reiaburseaent 
type  situation.  Soae  of  the  contractor's  incentive  vas 
coaproaised  by  the  change  and  there  is  a  strong  arguaent 
based  on  the  analysis  that  the  large  business  entities 
involved  can  influence  contractual  arrangaents. 


36 


IT.  A  SILT  SIS  £F  C  DR  RE  NT  COVERAGE 


A.  INTRODUCTION 

The  following  disease  ion  presents  an  analysis  of  the 
fallcat  or  effects  of  the  change  from  the  Pixed  Curve  clause 
(1962)  to  the  Actual  Cost  clause  (1975).  The  sain  effect 
was  the  assumption  bp  the  Govern  sent  of  sore  cost  risk  which 
in  turn  can  adversely  effect  the  intent  of  the  Pixed  Price 
Incentive  (PPI)  contract  type  to  perforn  as  effectively  and 
effecien-ly  as  possible.  There  were  other  effects  that  will 
be  discussed  such  as  lessening  of  delivery  incentive, 
increased  difficulty  in  budgeting,  increased  adainistrative 
effort,  loss  of  contract  change  total  cost  visibility  and 
increased  opportunity  for  wind  fall  profits. 

B.  TRANSITION  PROH  THE  1962  TO  THE  1975  CLAUSE 

The  author's  research  indicates  that  the  Actual  Cost 
clause  (1975)  was  devised  to  eore  closely  appoxisate  and 
provide  cospensation  for  the  actual  ispact  on  costs  incurred 
under  the  contract  due  to  economic  change.  Research  by  the 
author  indicates  that  it  was  designed  so  that  the  clause 
would  continue  to  provide  a  positive  incentive  to 
shipbuilders  to  aeet  contract  delivery  schedules.  In 
addition  to  the  above  the  ultimate  requirement  of  the 
escalation  clause  continues  to  be  to  eliminate  contingency 
costs  from  the  contract  price  with  the  Government  and  the 
shipbuilder,  sharing  to  some  degree  in  the  risk  associated 
with  inflaiton  in  the  economy.  Experts  interviewed 
indicated  the  ultimate  consequence  or  escalation  coverage 
should  be  to  reduce  the  overall  contract  cost  to  the 


Government  by  not  paying  for  costs  that  may  never  be 
incurred.  An  analysis  of  the  Pized  Curve  clause  (1962) 
indicates  that  it  exploits  the  fact  that  the  shipbuilder  has 
control  over  the  incurring  of  labor  and  material  costs  with 
regard  to  quantity  and  timing.  This  control  can  result  for 
example,  through  the  orderinq  of  materials,  negotiating 
labor  agreements  and  the  development  of  construction 
schedules. 

The  scheduling  of  work  is  usually  referred  to  as  the 
phasing  aspect  of  pricing  and  is  critical  to  determining  the 
extent  to  which  escalation  costs  will  be  incurred.  Prom  the 
standpoint  of  overall  cost  to  the  Government,  it  is 
advantageous  to  incurr  costs  as  early  in  the  contract  as 
possible  because  the  normal  coarse  of  the  economy  has  been 
in  the  direction  of  increasing  prices.  The  1962  clause 
recognizes  this  and  penalizes  the  shipbuilder  (by  means  of 
the  fixed  expenditure  mechanism)  that  does  not  adhere  to  an 
acceptable  schedule  but  instead  performs  work  in  later,  more 
expensive  tine  frames.  When  there  is  not  any  required 
phasing  of  costs  (as  is  the  case  under  the  1975  clause) 
there  is  not  the  same  incentive  to  manage  construction 
scheduling  so  as  to  incurr  the  least  amount  of  inflationary 
cost  to  the  Government.  There  is  less  incentive  from  the 
standpoint  of  incurring  increased  escalation  costs  where 
specific  indices  or  direct  pass  through  mechanisms  are 
involved  which  is  the  situation  with  current  provisions.  In 
effect  the  Government  is  responsible  for  paying  escalation 
costs  despite  the  time  frame. 

Proa  the  above  discussion  it  would  appear  that  there  is 
some  contradiction  regarding  the  accepted  intention  of  the 
1975  clause  and  the  results  to  which  its  actual  operation  is 
conducive.  What  in  fact  has  happened  is  that  the  Government 
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has  provided  a  contractual  approach  for  acquiring  ships  that 
is  very  similar  to  a  cost  reimbursement  type  contract.  This 
kind  of  a  contractual  arrangeaent  is  not  conducive  to 
stiaulating  the  most  effecient  and  effective  construction 
process  froa  the  standpoint  of  the  Governaent.  The  result 
can  be  higher  costs  to  the  Navy  as  a  result  of  a  contract 
clause  that  was  devised  to  provide  for  cost  savings  under 
the  contract. 

C.  SPECIFIC  ONDESIREABLE  EFFECTS 

The  following  analysis  involves  some  of  the  specific 
effects  of  the  change  froa  the  1962  to  the  1975  clause.  The 
topics  include  delivery  incentive,  budgeting  problems, 
adainistrative  burden,  change  visibility  and  windfall 
profits. 

1*  BSlAISII  IflcgaSjve 

The  current  escalation  clause  provides  full  coverage 
out  to  24  0  days  after  the  contract  delivery  date.  Upon 
reaching  the  240  day  point  escalation  coverage  continues 
until  actual  delivery  at  the  current  index,  but  not  to 
exceed  the  index  in  effect  at  the  post  (240  day)  deliver 
date.  This  kind  of  arrangeaent  does  very  little  to 
discourage  the  shipbuilder  froa  not  meeting  the  delivery 
date  specified  in  the  contract.  Research  indicated  that  the 
escalation  clause  was  not  devised  to  be  a  delivery  incentive 
provision  in  shipbuilding  contracts  and  that  contract 
delivery  incentives  should  be  provided  separately.  The 
point  to  be  made  is  that  the  current  shipbuilding  escalation 
clause  contains  a  delivery  dis-incentivizing  aspect  that  can 
have  an  adverse  impact  on  the  overall  cost  to  the 
Governaent. 


The  author's  research  shows  that  negative  delivery 
incentive  offers  the  shipbuilder  business  alternatives  that 
were  not  intended  to  be  provided  by  the  clause.  The 
opportunity  to  exploit  the  clause  under  a  particular 
contract  for  business  purposes,  can  cone  about  when  there  is 
either  sore  pressing  work  in  the  yard  or  very  little  other 
work  in  the  yard.  When  there  is  very  little  other  work 
available  the  shipbuilder  can  stretch  out  the  contract  work 
in  order  to  keep  people  enployed  and  maintain  skill  levels 
in  anticipation  of  future  work.  The  other  situation  arises 
when  there  is  more  pressing  work  whereby  the  shipbuilder 
stands  to  suffer  financial  loss  should  that  work  not  be 
completed  as  scheduled. 

In  the  situation  discussed  above  the  business 
decision  that  will,  in  the  author's  opinion,  most  likely  be 
made  will  be  to  stretch  out  the  delivery  of  the  Navy  work 
because  there  is  much  less  risk  of  adverse  financial 
consequences.  This  is  a  result  of  the  current  escalation 
clause  providing  almost  full  coverage  until  actual  delivery 
depending  on  the  extent  of  delay.  For  clarification 
purposes  the  stretchout  of  the  Navy  contract  delivery  comes 
about  by  the  shipbuilder  removing  resources  (manning, 
industrial  capability)  from  that  contract  and  applying  it  to 
more  pressing  contracts.  The  result  is  that  the  Government 
can  be  placed  in  the  position  of  subsidizing  commercial  work 
without  having  any  choice  in  the  matter.  The  undesireable 
effect  again,  is  that  because  the  work  is  performed  in  a 
later  time  frame,  it  is  more  costly.  Another  more  long 
range  effect  is  that  late  delivery  of  ships  can  adversely 
impact  Navy  operational  commitments. 
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2.  aafeliai 


The  author's  research  showed  that  from  a  budgeting 
standpoint  the  1975  clause  is  nore  difficult  than  the  1962 
clause.  The  event  of  the  1975  clause  introduced  two  new 
variables  that  would  iapact  funding/budgeting.  These 
variables  are  the  changing  base  cost  aQd  the  use  of  the 
actual  phasing  of  costs.  The  1962  clause  based  escalation 
coaputations  on  the  initial  target  cost  of  the  contract  and 
on  a  pre-set  tine  phasing  of  when  these  costs  were  to  be 
incurred.  The  1975  clause  bases  coaputations  on  incurred 
costs  (which  are  always  increasing)  and  on  the  actual 
phasing  (of  which  the  contractor  has  soae  controls) .  These 
two  variables  contained  in  the  1975  clause  aake  it  nore 
difficult  for  forcasting  escalation  costs  for  budgeting 
purposes  than  under  the  1962  clause  containg  less  varialble 
provisions.  The  budgeting  issue  is  significant  because  it 
is  necessary  for  the  Navy  to  have  funding  available  for 
projected  escalation  costs  at  the  tine  of  contract  award. 
If  the  Havy  under  estimates  these  costs  it  nust  return  to 
Congress  for  funding  increases  which  can  jeopardize 
credability.  On  the  other  hand,  should  the  costs  be  over 
estiaated,  the  Navy  will  have  funds  tied  up  unnecessarily 
and  not  be  serving  a  useful  purpose. 


Saiisa 


By  way  of  experience  and  through  interviews  it  was 
deterained  that  froa  an  adainistrative  standpoint  the  1975 
clause  has  caused  an  increase  in  effort  required  to  aanage 
escalation  payaent  over  that  required  of  the  1962  clause. 
The  increased  effort  is  a  result  of  sore  variables  including 
those  noted  above  as  well  as  the  increase  in  specific 
indices  that  have  to  be  applied  to  specific  costs.  The  1962 
clause  required  coaputations  for  only  two  categories  of 
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cost,  namely  labor  and  material  costs.  The  current  edition 
of  the  1975  clause  contains  six  separate  categories  of  costs 
for  which  individual  computations  are  required.  The  more 
categories  of  costs  involved  results  in  more  specific  cost 
accumulations  which  require  accounting  and  clerical  work. 
Increased  administration  effort  occurs  because  of  the  sheer 
complexity  and  length  of  the  clause  in  that  it  requires  more 
time  and  effort  on  the  part  of  those  involved  to  merely 
understand  it.  This  aspect  impacts  those  involved  in 
negotiating  the  contract  to  contain  the  clause  down  to  those 
having  to  perform  the  clerical  work.  It  also  includes  those 
having  to  perform  budget  projections.  Pros  the  standpoint 
of  having  to  negotiate  complex,  longterm  shipbuilding 
contracts,  it  is  not,  in  the  author*s  opinion,  advantageous 
to  either  party  involved  to  have  overly  complex  clauses  that 
can  muddle  negotiations  and  lead  to  adversarial  conditions 
in  the  long  run.  The  Navy's  experience  has  been  that  the 
long  run  results  can  be  very  costly  as  was  the  case  in  the 
massive  shipbuilding  claim  settlements  that  occurred  in  the 
late  1970s. 

4.  ggj&asi  cteasa  lisifeiUix 

The  author's  experience  has  shown  that  due  to  the 
complexity  of  Navy  shipbuilding  and  to  the  requirement  that 
weapcn  systems  be  as  modern  as  possible  there  are  numerous 
changes  to  the  contract  design.  The  expense  involved  can  be 
great  and  it  is  important  that  they  be  lanaged  properly  to 
best  utilize  available  funding. 

From  the  presentation  provided  in  Chapter  III  it 
follows  that  under  contracts  where  the  1975  escalation 
clause  is  used  changes  are  priced  in  base  month  dollars  as 
is  the  basic  contract.  The  change  base>  cost  and  profit  are 
added  to  the  current  contract  base  cost  and  profit  and  are 
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provided  escalation  coverage  by  aeans  of  the  escalation 
clause.  Under  contracts  containing  the  1962  clause, 
contract  changes  vere  fully  forward  priced  and  did  not  coae 
under  the  coverage  of  the  contract  escalation  clause. This 
provided  the  Navy  better  visibility  of  the  full  cost  of 
changes  and  sore  opportunity  for  effective  aanagesent  of 
sane.  In  the  author's  opinion  not  having  full  visibility 
tends  to  aggrevate  the  budgeting  difficulty  of  projecting 
escalation  costs  for  the  initial  contract  that  was  discussed 
earlier.  It  is  significant  to  aanage  changes  properly  in 
order  to  avoid  situations  such  as  the  aassive  shipbuilding 
claiss  that  vere  settled  in  the  late  1970s  where  the  Navy 
suffered  such  criticisa  from  industry  and  the  Congress 
concerning  contract  changes. 

5.  glaaiflU  2I21AS5 

By  way  of  an  analysis  of  the  data  provided 
previously  and  fros  information  provided  in  a  Comptroller 
General  Report,  [Ref.  8],  it  was  determined  that  another 
effect  of  the  1975  escalation  clause  is  that  there  exists 
the  opportunity  for  the  contractor  to  earn  a  profit 
windfall.  This  can  happen  because  escalation  costs  are  not 
considered  part  of  the  basic  contract  costs.  To  elaborate, 
escalation  costs  are  not  considered  in  the  computation  of 
the  contract  target  cost,  target  profit,  target  price  or 
ceiling  price  and  are  not  subject  to  the  contract  incentive 
pricing  provisions.  Because  of  the  mechanics  of  the 
escalation  computations,  escalation  costs  are  subtracted 
from  actual  incurred  cost  to  derive  the  costs  subject  to  the 
incentive  provisions.  It  follows  that  the  more  costs  the 
shipbuilder  can  incur  as  escalation  costs,  the  less  costs 
there  will  be  that  are  to  be  considered  as  base  costs  and  to 
be  subject  to  the  incentive  sharing  provisions.  Under  these 


provisions  the  situation  is  such  that  the  shipbuilder  gains 
so ae thing  in  profit  for  cost  savings.  This  situation  occurs 
when  the  Navy  allows  escalation  to  be  paid  on  costs  that  are 
not  effected  by  inflation.  An  exaaple  of  such  costs  are 
fixed  subcontracted  costs  and  certain  overhead  costs  such  as 
depreciation,  prepaids,  rental  costs,  leases  and  taxes. 

6.  Bssala&l  saigas  ssai&afela  Sasalailaa 

There  are  two  resaining  aspects  of  the  current 
escalation  clause  that  serit  discussion.  In  the  author's 
opinion  they  are  undesireable  in  that  they  increase  the 
Governsent's  overall  cost  liability  on  shipbuilding 
contracts  while  reducing  the  contractor's  risk.  It  should 
be  noted  that  the  aspects  in  question,  nasely  the  paying  of 
profit  on  escalation  and  the  allowance  of  unrecoverable 
escalation  in  the  contractor's  contract  pricing  ar«i  not  due 
to  the  nechanics  of  the  1975  clause  as  such  as  they  are  due 
to  the  approach  to  escalation  coverage  that  the  clause 
represents.  Even  so,  a  discussion  of  these  issues  is 
considered  appropriate. 

Concerning  the  issue  of  paying  profit  on  escalation 
the  author's  research  indicates  that  the  Navy  is  currently 
considering  projected  inflationary  costs  associated  with 
ship  construction  contracts  in  the  computation  of  profit. 
The  interesting  aspect  to  be  considered  regarding  escalation 
coverage  is  the  aaount  of  profit  to  be  allowed  has  been 
viewed  froa  a  business  perspective  as  being  coaaensurate 
with  the  aaount  of  risk  involved.  The  current  situation 
with  regard  to  the  Actual  cost  Escalation  clause  is  one 
where  the  Governaent  has  assuaed  the  aajority  of  the  cost 
risk  and  at  the  saae  time  is  willing  to  pay  increased 
profits. 
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The  other  issue  aentioned  above  concerns  the  fact 
that  soae  shipbuilders  are  including  in  their  contract 
pricing  the  expected  cost  of  escalation  they  feel  will  not 
be  recovered  through  the  escalation  clause.  This  is  of 
course,  less  than  desireable  in  that  the  essence  of  having 
escalation  clauses  is  to  eliminate  contingency  pricing. 
This  can  result  in  added  costs  to  the  Govern aent,  especially 
in  negotiated  procureaents  where  coapetition  is  not  a 
significant  factor  and  the  target  cost  is  inflated. 

D.  DESIREABLE  ASPECTS 

In  the  author's  opinion  the  evolution  of  shipbuilding 
contract  escalation  clauses  has  produced  soae  desireable 
effects.  Proa  the  shipbuilders  standpoint  cost  risk  has 
been  reduced  substantially.  As  discussed  earlier  the 
current  escalation  clause  in  conjunction  with  the  Fixed 
Price  incentive  contract  has  provided  an  arrangeaent  that 
fast  approaches  a  Cost  Reiabursuaent  type  contract.  Proa  a 
business aan's  perspective  it  would  be  reasonable  to  expect 
this  kind  of  arrangeaent  would  be  desireable  considering  the 
length  of  the  contract  and  the  coaplexity  involved. 

The  current  escalation  provision  is  desireable  froa  the 
Navy's  standpoint  priaarily  because  it  accoaodates  all  of 
the  factors  that  influence  the  process  and  allows  needed 
ships  to  be  acquired.  As  noted  above  it  satisfies  the 
shipbuilders  business  requireaents  and  it  appears  to  pacify 
(aoney  continues  to  be  appropriated)  the  Congress  by  not 
having  to  resort  to  cost  type  contracts.  The  clause  can 
also  aid  in  enhancing  the  Navy's  iaage  with  regard  to  its 
relations  with  shipbuilders.  The  current  clause  provides 
close  to  actual  escalation  coverage  and  the  Navy  has  further 
reduced  the  shipbuilder's  cost  risk  by  aeans  of  cost  like 
incentive  pricing  provisions  which  aeans  there  should  be 


less  likelihood  of  shipbuilder's  claiss.  This  is  aost 
advantageous  to  the  Navy.  Experience  has  shown  that  the 
claiss  settlesent  process  can  be  disruptive  to  Navy 

shipbuilding  and  extresely  expensive.  This  was  borne  out  by 
the  experience  gained  during  the  recent  claia  settleaents 
vith  aajor  shipbuilders.  The  author's  experience  and 

research  indicate  that  these  proceedings  consuaed  aany  years 
of  effort  froa  the  people  vho  were  otherwise  required  to  be 
facilitating  new  shipbuilding  acquisition  and  adainistering 
ongoing  contracts.  &  review  of  the  settleaents  by  the 
anther  shows  the  costs  involved  were  enoraous  (S165H  for  one 
aajor  shipbuilder)  and  involved  Public  Law  85-804  aoney 

which  had  to  be  approved  for  use  by  the  Congress  on  the 
basis  that  it  was  required  to  facilitate  the  national 

defense.  It  is  the  author's  opinion  that  it  is  desireable 

to  avoid  this  kind  of  visibility  in  that  it  could  convey 

aisaanageaent  of  public  aonies  vith  the  possibility  of 

future  Navy  shipbuilding  funding  being  reduced. 

E.  SUMMARY 

The  change  froa  the  1962  clause  to  the  1975  clause  was 
significant.  The  Governaent  assuaed  aore  cost  risk,  some 
natural  incentivization  was  coaproaised  and  there  were 
adverse  effects  including  increased  conplexity.  The  new 
clause  aided  in  asking  for  aore  cost  like  contractual 
arrangeaents  but  it  did  enable  the  Navy  to  continue  to 

acquire  ships. 
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A.  INTRODUCTION 

The  purpose  of  the  paper  was  to  objectively  review  the 
evolution  of  the  current  shipbuilding  escalation  clause  with 
the  intent  of  drawing  soae  conclusions  concerning  how  and 
why  the  clause  developed,  the  coaplexity  involved,  extent  of 
coverage  and  its  effect.  The  paper  reviewed  the  types  of 
shipbuilding  contracts  and  the  important  factors  that 
influence  thes.  The  purpose,  operation  and  historical 
developaent  of  escalation  coverage  was  provided.  Finally, 
the  change  in  the  Navy’s  approach  to  escalation  coverage 
fros  196  2  to  1982  was  analyzed. 

B.  CONCLUSIONS 

The  current  shipbuilding  escalation  clause  is  the  result 
of  an  evolutionary  process  that  had  its  beginning  during  a 
tine  when  the  Navy  was  confronted  with  the  requireaent  to 
obtain  ships  for  a  aajor  arsed  conflict.  During  the  early 
histcry  of  the  clause  there  developed  concepts  such  as 
paying  escalation  based  on  actual  cost  coaputations  as  well 
as  paying  escalation  on  a  direct  pass  thru  basis.  These  are 
concepts  that  are  in  use  today  in  aajor  shipbuilding 
progress. 

Based  on  the  research  and  analysis  of  the  available  data 
the  author  contends  that  there  are  soae  very  basic  reasons 
why  the  Navy  has  the  kind  of  escalation  clause  that  is 
currently  being  used.  One  reason  is  that  the  product, 
naaely  aodern  warships,  is  inordinately  coaplex  and  requires 
a  difficult  construction  process  that  aost  often  spans  a 


considerable  period  of  tiae.  This  construction  process  is 
labor  intensive  and  requires  a  a  jor  investment  in  plant  and 
equipaent.  A  second  reason  is  that  the  business  entities 
that  control  the  major  shipbuilding  cpapacity  in  the  United 
States  are  very  large  and  posess  financial  strength.  They 
also  posess  aaple  political  influence.  These  entities  have 
been  willing  and  able  to  influence  contract  provisions  by 
means  of  negotiations  and  by  way  of  the  political  forum. 
The  research  indicated  the  involved  business  entities 
desires  the  most  risk  free,  highest  return  kind  of 
contractual  arrangement. 

1  third  reason  for  the  current  escalation  clause  is  that 
the  Navy  has  to  do  business  with  the  major  shipbuilders. 
The  research  indicated  that  the  requirement  for  modern 
warships  is  pressing  both  from  the  standpoint  of  need  and 
also  from  the  standpoint  of  the  necessity  to  spend  the 
available  funding  as  quickly  as  possible.  If  the  Navy 
cannct  agree  to  terms  with  major  commercial  shipbuilders, 
there  are  no  alternative  means  of  acquiring  ships.  The 
shipbuilders  are  cognizant  of  the  situation  and  are  able  to 
take  advantage  of  the  situation  to  press  for  desired 
contractual  provisions.  A  fourth  reason  for  the  current 
clause  is  it  enables  the  Navy  to  continue  to  use  a  fixed 
price  type  of  contract  to  accomodate  buying  a  product  that 
might  better  lend  itself  to  a  cost  type  of  contract.  Cost 
type  contracts  also  tend  to  be  alarming  to  the  public. 

The  final  reason  for  the  current  escalation  clause,  in 
the  cpinion  of  the  author,  is  the  mistaken  belief  that  the 
shipbuilder  overruns  that  were  incurred  during  the  recent 
pericd  of  spiraling  inflation  were  due  solely  to  the 
ineffectiveness  of  the  1962  clause.  There  was  in  fact 
spiraling  inflation  but  the  operation  of  the  1962  clause  was 
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based  on  a  national  index  that  was  to  a  pre-set  phasing  of 
contractor  work  agreed  to  at  tiae  of  contract  signing.  This 
allowed  the  shipbuilder  to  recover  escalation  payaents 
coaaensurate  with  the  activity  in  the  econoay  as  long  as  he 
built  the  ship  according  to  contract  schedule. 

The  clause  in  the  author's  opinion  has  becoae  overly 
long  and  coupler  which  can  be  dysfunctional  froa  the 
standpoint  of  negotiations  and  adainistration.  It  also 
adversely  iapacts  the  budgeting  process.  The  coaplexity  has 
evolved  froa  the  desire  to  be  very  specific  about  the 
aeasureaent  of  escalation  coverage.  Rhat  began  as  a  process 
of  trying  to  provide  an  estiaate  of  escalation  costs  has 
involved  into  an  atteapt  at  an  exacting  process  using  sore 
individual  categories  of  costs  and1  special  indices.  The 
author's  research  shows  that  the  coaplexity  has  been  due  to 
an  increaental  process  that  has  lent  itself  to  becoaing  a 
situation  that  is  not  fully  appreciated  with  regard  to  the 
liability  it  creates  for  the  Governaent. 

It  is  the  author's  opinion  that  the  escalation  coverage 
provided  by  the  current  clause  is  excessive  in  that  it 
provides  extensive  opportunities  for  the  shipbuilder  not  to 
perfora  as  efficiently  as  possible  froa  the  standpoint  of 
cost  to  the  Mavy.  By  basing  confutations  on  actual  incurred 
costs,  extending  coverage  until  actual  delivery  and 
providing  special  indices,  the  shipbuilder  is  assurred  aaple 
escalation  coverage  throughout  construction  and  is  notivated 
to  operate  in  a  aanner  that  is  aost  beneficial  to  the 
coapany.  It  is  the  opinion  of  the  author  that  the  current 
escalation  clause,  in  conjunction  with  the  Fixed  Price 
Incentive  (FPI)  type  of  contract  has  created  an  arrangeaent 
that  is  very  auch  like  a  cost  type  of  contract.  Kenneth  8. 
Andrews  of  the  Harvard  Business  School,  'Ref.  91  notes  the 


following  concerning  contract  incentive  regarding  cost  type 
contracts: 


A  eanufacturer  who  plans  to  perfora  services  for  the 
governaent  under  cost-plus-fixed-fee  contracts,  to  cite  a 
very  liaited  exaaple,  feels  less  need  for  a  fully 
developed  cost  control  systea  and  cost  related  incentives 
than  one  vhcse  contracts  are  governed  by  a  fixed  price. 

It  is  the  author's  opinion  this  is  the  situation  with  regard 
to  the  use  of  PPI/Escalation  contracts  in  shipbuilding  which 
provides  the  opportunity  for  increased  costs  to  the 
Governaent. 

Begarding  the  current  clause's  iapact,  the  author 
concludes  froa  the  research  and  analysis  the  clause  is 
having  soae  adverse  iapact  on  the  shipbuilding  process. 
This  has  becoae  evident  in  the  fora  of  delivery, 
disincea  tivizat  ion,  increased  difficulty  in  budgeting, 
increased  coaplexity  and  adainistration  and  the  opportunity 
for  increased  profits  due  to  the  extent  of  escalation 
coverage  and  the  aechanics  of  the  shareline.  While  all 
these  iteas  are  of  concern  the  disincentive  to  deliver  is  a 
serious  failing  in  the  current  clause.  Delivery  dates  are 
significant  because  of  Navy  operational  requireaents  and 
because  they  are  an  iaportant  aspect  of  the  cost  and  fee 
deteraination  that  is  agreed  to  at  contract  award. 

The  Havy  has  agreed  to  pay  a  specified  contract  price  for  a 
specified  delivery  and  it  is  dysfunctional  to  include 
escalation  provisions  that  contain  delivery 

disincen tivizat ion. 

The  consents  proceeding  this  are  not  an  atteapt  to 
discredit  shipbuilders  as  business  entities  or  to  iaply 
their  actions  are  iaaoral  or  unethical.  The  point  to  be 
aade  is  it  aust  be  kept  in  aind  that  such  of  their  design 
and  reason  for  being  is  to  aake  a  profit  and  it  should  be 
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expected  they  will  lake  business  decisions  accordingly.  If 
contractual  arrangeaents  are  such  that  the  opportunity 
exists  for  a  contractor  to  enhance  its  business  situation  at 
the  Govern lent' s  expense  and  be  within  the  confines  of  the 
■utual  agreement  (the  contract)  it  should  be  expected  it  is 
going  to  happen.  The  current  shipbuilding  escalation  clause 
does  provide  this  kind  of  opportunity  which  can  have  an 
adverse  impact  on  the  shipbuilding  process,  effect 
operational  reguirements  and  cause  increase  costs  to  the 
Government. 

C.  B  ECO  HM  EH  DAT  IONS 

It  is  recommended  this  analysis  be  used  as  a  basis  for 
further  study  to  determine  if  an  alternative  to  the  current 
shipbuilding  contract  escalation  clause  can  be  devised,  one 
alternative  would  be  to  eliminate  the  clause  completely  by 
resorting  to  a  cost  type  contractual  arrangement.  At  a 
minimum,  consideration  should  be  given  to  the  elimination  of 
the  disincentivization  to  contract  delivery  and  to 
performing  work  from  the  standpoint  of  the  Government  in  the 
most  cost  effective  way.  It  is  also  recommended  that 
consideration  be  given  to  consolidation  of  the  current 
clause  with  the  intention  of  lessening  its  length  and 
complexity. 


APPENDIX  A 

GUIDE  POR  PIXED  PRICE  INCENTIVE  CONTRACTING 


Fundamentals  of  Incentive  Contracts 

In  essence,  nearly  all  incentives  take  the  fora  of  a 
sharing  arrangeaent,  generally  expressed  as  a  percentage 
ratio.  For  exaaple,  if  a  60/40  cost  sharing  fornala  were 
negotiated,  the  Governaent  would  pay  60  cents,  and  the 
contractor  40  cents,  of  every  dollar  by  which  actual  costs 
increased. 


Conversely,  for. every  dollar  sayed,  the  Government  would 
retain  6  0  cents,  and  the  contractor's  profit  (or  fee)  would 
increase  by  40  cents.  In  other  words,  over  the  range  of 
costs  where  the  sharing  arrangement  is  operative,  the 
contractor  must  look  at  every  dollar  he  spends  as  though  40 
percent  of  it  were  his.  Profit  or  fee  is  thus  tuned  to  the 
contractor's  control  of  a  variable  on  which  his  aanageaent 
skills  can  have  a  significant  effect. 

Under  a  cost  incentive  element  the  amount  of  profit  the 
contractor  earns  is  based  on  the  amount  by  which  his  actual 
costs  exceed  or  are  kept  below  the  target  costs.  Actual 
costs  are  negotiated  on  a  fixed-price-incentive  contract. 
Once  negotiated  final  costs  are  determined,  the  final  profit 
or  fee  is  automatically  computed  in  accordance  with  a 
sharing  formula  already  in  existence. 

The  Fixed-Price-Incentive  contract 


.  Under  the  fixed-price-incentive-firm.  (FPIF1,  contract, 
the  Governaent  and  tne  contractor  negotiate  the  following 
elements  before  award: 

(i)  target  cost  (against  which  to  measure  final  costs, 

(ii)  target  profit  (  a  reasonable  profit  for  the  work  at 


lirYV 


which  to  aeasur 
reasonable  prof 


nar  ce  ffilt  p  rice  (the  total  dollar  amount  for  which  the 

Government  will  be  liable), 

(iv)  sharing  formula  (the  arrangeaent  for  establishing 
final  profit  and  price) . 


After  the  work  J  is  completed.,  the  contractor  and  the 
Governaent  negotiate  the  final  costs  of  the  contract, 
sharing  the  overruns  or  underruns  according  to  the  agreed- 
upon  formula.  To  illustrate  with  figures;  assume  that  the 
target  cost  for  a  contract  is  $100.  the  target  profit  is 
$10,  the  price  ceiling  is  $118,  and  the  sharing  formula  is 
75  percent  (Government)  and  25  percent  (contractor).  Under 
the  formula,  the  contractor  would  keep  25  percent  of  every 
dollar  saved.  To  earn  a  total  profit  of  $12,  therefore,  he 
would  have  to  reduce  costs  by  $8  below  target  cost.  And, 
since  there  is.no  profit  ceiling,  profit  would  continue  to 


ter  the  work  J  is  completed.  the 
rernment  negotiate  the  final  costs 
aring  the  overruns  or  underruns  accor 


contractor 
.  of  the 


tne  formula,  tne  contractor  vouia  Keep  25  percent  or  every 
dollar  saved.  To  earn  a  total  profit  of  $12,  therefore,  he 
would  have  to  reduce  costs  by  $8  below  target  cost.  And, 

?ince  there  is.no  profit  ceiling,  profit  would  continue  to 
ncrease  indefinitely  as  the  amount  of  underrun  increased. 
Conversely,  the  contractor  would  have  to  overrun  the  target 
cost  by  $8  to  reduce  his  profit  to  $8.  If  he  overran  by 
more  than  $18,  he  would  lose  money,  since  there  is  no 
minimum  profit  guaranteed  in  this  contract  type.  Regardless 
of  the  final  cost  to  the  contractor,  he  must  meet  the 
contractual  specifications,  and  the  Government's  liabilityo 
cannct  exceed  the  ceiling  price  of  $118.  For  this  reason, 
the  IPIF  contract  should  be  used  in  preference  to  any  cost 


reimbursement  type  whenever  circumstances  permit. 


APPENDIX  B 
AOR-7  CLAUSE  (1962) 


ARTICLE  8.  COMPENSATION  ADJUSTMENTS  (LABOR  AND  MATERIAL) 

(a)  Regardless  of  the  actual  changes  in  the  cost  of 
labor  or  materials  during  the  performance  of  this  contract, 
adjustaents  in  compensation  shall  be  aade  as  provided  in 

Earagraphs  (b)  and  (c)  of  the  Article.  Said  adjustaents  are 
asea  solely  on  the  changes  in  the  Labor  Index  identified  in 
paragraph  (b)  of  the  Article  and  the  Material  Index 

identified  in  paragraph  (c)  of  this  Article.  Each 

?  Supplemental  Agreeaent  entered  into  pursuant  to  this  Article 
hall  set  fourth  the  calculations  upon  which  the  ^djustnent 
n  coapensation  are  aade.  For  the  purposes  of  this  Article 
33*  of  the  Target  Cost  shall  be  deeaed  to  constitute  the 
labor  cost  subject  to  adjustment  and  shall  be  apportioned  as 
shown  in  the  second  coluna  of  Table  1  of  paragraph  (b) 
hereof.  Siailarly,  61*  of  the  Target  Cost  shall  be  deeaed 
to  constitute  the  aaterial  cost  subject  to  adjustaent  and 
shall  be  apportioned  as  shown  in  the  second  coluan  of  Table 
2  of  paragraph  (c)  hereof.  No  part  of  said  Tables  1  and  2 
shal}  be  revised,  unless  this  contract  is  partially 
terminated  and  then  only  as  provided  in  subparagraph  (f)  (2) 
of  this  Article. 


ubofoSi^iH; 

pericd  shown  i 
paragraph  based  __ 
Changes  in  Straight  __ 
Shipyards"  (June  1962 


its  in  coa pen sat  ion  on  account  of  changes  in 
be  a?de  as  follows  for  each  quafterly 
the  first  coluan  of  Table  1  for  this 
on  the  changes  in  the  Nationwide  "Index  of 
Tiae  Average  Hourly  Earning  for  Selected 

_  100)  for  steel  ship  construction 

herein  sometimes  called  the  "Labor  Index",  furnished  to 
theNaval  Ship  Systems  Command  (Ed.  note:  Now  called  Naval 

Sea  Systems  Command)  by  the  Bureau  of  Labor  Statistics  of 
the  United  States  Department  of  Labor:  (1)  The  Labor  Index 
for  the  base  month  of  April  1972  shall  be  subtracted  from 
the  Labor  Index  for  the  quarterly  period  involved, 
determined  in  accordance  with  peragraph  (d)  below,  and  the 
difference  computed  as  a  plus  or  minus  figure  as  the  case 
may  fee. 

(2|  The  aforesaid  difference,  whether  plus  or  ainus,  shall 
be  divided  by  the  Lavor  Index  for  the  base  month  and  the 
resulting  quotient  carried  to  four  deciaal  places. 

(3)  The  aforesaid  quotient  shall  be  multiplied  by  the 
percentage  of  the  Target  Cost  set  forth  in  the  third  coluan 
of  Table  1  below,  opposite  the  quarterly  period  involved, 
and  the  resulting  product  carriad  to  six  decimal  places. 

(4)  The  aforesaid,  product  shall  be  multiplied  be  S  (Target 
Cost).  The  resulting  amount  shall  constitute  the  amount  of 
the  adjustaent  in  compensation  for  the  quarterly  period 
involved. 

(5)  The  amount  of  the  adjustment  in  coapensation  shall  be 
upwards  or  downwards  depending  upon  whether  the  difference 
in  the  labor  indices  calculated  in  subparagraph  (1)  above  is 
a  plus  or  ainus  figure,  as  the  case  say  be,  and  shall  be  set 
forth  in  a  Supplemental  Agreeaent  to  this  contract. 


TABLE  1 

LABOR  (33%  of  Target  Cost) 


%  of 

%  of 

Qtr 

Labor 

Target  Cost 

1 

0.4 

0. 1 

2 

0.8 

0.3 

3 

1.2 

0.5 

4 

3.0 

1.0 

5 

6.8 

2.2 

6 

9.5 

3.2 

7 

13.1 

4.3 

8 

15.5 

5.  1 

9 

17.3 

5.7 

10 

15.6 

5.  1 

1 1 

12.2 

4.0 

12 

4.6 

1.5 

100.0% 

CJ 
Ut  1 

•  i 
O  1 

*  1 

(c)  Adjustments  in  compensation  on  account  of  changes  in 
gaterial  costs  shall  be  made  for  each  quarterly  period  shown 
ib  the  first  column  of  Table  2  below,  based  on  the  changes 
in  the  "Material  Index  for  Naval  Ship  Systeas  Coaaand  Steel 
Vessels  contract".  herein  sometimes  called  the  "Material 
Index",  furnished  to  the  Maval  Ship  Systems  Coaaand  by  the 
Bureau  of  Labor  Statistics  of  the  United  States  Department 
of  Labor: 

(1)  The  Material  Index  for  the  base  month  of  April  1972 
shall  be  subtracted,  from  the  Material  Index  for  the 
guarterly  period  involved,  determined  In  accordance  with 
paragraph  7d)  below,  and  the  difference  computed  as  a  plus 
or  minus  figure  as  the  case  may  be. 

(2)  The  aforesaid  difference,  whether  plus  or  minus,  shall 
be  divided  by  the  Material  Index  for  the  base  month  and 
the  resulting  quotient  carried  for  four  decimal  places. 

(3)  The  aforesaid  quotient  shall  be  multiplied  by  the 
percentage  of  the  Target  Cost  set  forth  in  the  th^rd 
column  of  Table  2  below.  opposite  the  quarterly  period 
involved,  and  the  resulting  prcduct  carried  to  six  decimal 
places. 

(4)  The  aforesaid  product  shall  be  multiplied  by  {(Target 
Cost).  The  resulting  amount  shall  constitute  the  amognt 
of  the  adjustment  in  compensation  for  the  quarterly  period 
involved. 

(5)  The  amount  of  the  adjustment  in  compensation  shall  be 
upwards  or  downwards  depending  upon  whether  the  difference 
in  the  labor  indices  calculated  in  subparagraph  (1)  above 
is  a  plus  or  minus  figure,  as  the  case  may  be,  and  shall 

_  - - - Ml  Agreement  to  this  contract. 


be  set  forth  in  a  Supplemental  Agreement 


MATERIAL  {6 ?ftBof  Target  Cost) 
%  OP  %  OF 


QTB 

MATERIAL 

TARGET  COST 

1 

2.5 

1.5 

2 

8.5 

5.1 

3 

18.0 

11.0 

4 

20.0 

12.2 

5 

16.0 

9.8 

6 

11  .0 

6.7 

7 

8  .0 

4.9 

8 

7.0 

4.3 

9 

5.0 

3.  1 

10 

3.0 

1.8 

1 1 

1  .0 

0.6 

12 

- 

- 

ioo. o% 

61.0% 

(d)  For  the  purpose  of  this  Article: 


firs^&a  yTof  the  cal 
or  the  contract. 


f irat-  CK$*3ltr 


shall  coaaence.  on  the 


.  .12)  The  term,  "Target  cost",  as  referred  .to  herein, 
shall  be  the  target  cost  in  effect  at  the  effective  date  or 
this  contract. 

(3)  For  the  purposes  of  computing  the  asount  of 
djustpent  in  compensation ,  the  amount  or  Target  Cost  set 

orth  in  sufcpar  a  graphs  (b)  (4),  and  (c)  (4)  shall  not  be 

revised  unless  this  contract  is  partially  terminated  and 
then  only  to  the  extent  provided  in  paragraph  (f)  (2)  of 

this  Article. 

.(4)  The.  Labor  Index  and  Material  Index  for  a  guarterl 
period  shall  be  the  arithmetical  average  carried  to  on 
decimal  point  of  the  Labor  Index  or  Material  Index,  as  the 
case  nay  be,  ,  for  each  of  the  three  months  comprising  such 
quarterly  period. 

(e)  ,  Mpthing  containedJ  in  this.  Article  shall  be  construed 
as  prohibiting  the  inclusion  of  changes  in  the  cost  of  labor 
ot  material  in  any  adjustment  in  the  target  cost,  target 
profit,  target  price,  ceiling  price,  or  total  final  price 
provided  for  under  any  other  provision  of  this  contract. 

(f)  (1)  If  this  contract  is  terminated  in  whole,  for  any 

“■  - tion  shall  be  made  under  this  Article  for 

period 


reason,  no  compensa  _  _ _  _ _ 

any  quarterly  period  subsequent  to  the  quarterly 
during  which  the  contract  is  terminated. 


(2)  .I?__^be  eypnt 


, _ that  thi 

part,  and  such  partial  terminati 
of  one  or  more  vessels,  then, 
provision  of  this  Article,  tn 
paragraphs  (b)  and  (c).  the  pe 
forth  in  paragraph  ia)  .  and 
paragraph  (b)  and  table  2  of  par 
for  the  Reduction  in  the  number 
under  this  contract. 


s  contract  is  terminated . in 
on  terminates  the  completion 
notwithstanding  any  other 
e  target  cost  set  forth  in 
rcentages  of  target  cost  set 
each  column  of  Table  1  of 
agraph  (ct  shall  be  adjusted 
of  vessels  to  be  completed 


promp 


m  Deferred  payments  for  escalation  shall  be  paid 
y,  upon  subiission  of  invoices,  whenever  such 


Sayment,  ,  when,  added  to  the  total.of  all  payments  previously 
ade  under  the  contract,  would  not  exceed  ninety-rive 
percent  ($S%)  of  the  costs  certified  by  the  Contractor  on 
such  invoice  to  have  been  incurred  by  it  in  the  performance 
of  the  contract.  Open  delivery  of  the  last  vessel  under 
this  contract.  any  regaining  deferred  payments  for 

escalation  shall,  upon  submission  of  invoices,  be  promptly 

Said.  In  the  event  that  the  amount  shown  in  any 

upplemental, Agreement  pursuant  to  paragraphs  (b)  and  (cl 
above  is  a  minus  figure,  such  amount  shall  be  deducted  from 
the  next  invoice  (s)  presented  for  payment  under  this 
contract  until  such  amount  has  been  offset  or  recouped  in 
full. 


(h)  Vo  ad  jus tment  shall  .b 
target  price,  or  ceiling  pric 
down  ward  3.  ad  jus  tment  in  compensa 
this  Article  and  hence  said  a 
incentive  price  revision  formula 
"ISCEITI7E  PRICE  HE?I$ION  (FIHH 
if  the  ceiling  price  is  exceeded 
to  the  Contractor  in  accordanc 
continue  to  be  paid. 


e  made  in 
e  on  acco 
tion  made 
djustments 
provided 
TARGET) 

,  amounts 
e  with  t 


the  target  cost, 
unt  of  upwards  or 
in  accordance  with 
are  outside  the 
for  in  Article  8, 
Accordingly,  even 
otherwise  payable 
his  Article*^  shall 


(il  Any  dispute  arising  under  this  a 
letermined  in  accordance  with  provisions  of 
rlause  of  the  contract. 


rticle  shall  be 
the  "DISPOTB S" 


.  Ill  In, the  eyent  that  the.  labor  or  material, indices  for 
the  daarterly  period  involved  have  not  been  furnished  to  the 
NA7SEA  by  the  Bureau  of  Labor  Statistics  by  the  end  of  the 
ensuing  quarter,  compensation  adjustments  for  the  quarterly 
peried  involved  shall  be  made  based  upon  the  average  of  the 


by  the  end  of  the 


rage 

applicable  index  for  the  immediately  preceding  quarterly 
peried  and  the  sun  shall  constitute  the  labor  or  material 
index  for  the  quarterly  period  involved.  When  an  index  for 
the  quarterly  period  involved  is  computed  and  furnished  by 
BLS,  the  Contractor  shall  Reflect  any  required  corrections 
for  the  quarterly  period  involved  in  the  submittal  for 
adjustment  for  the  following  quarter. 


of  changes  so 
index  for  the 
the  sum  shall 


BLS,  the 
for  the 
ad justmen 


e  based  upon  the  average  of  the 
the  preceding  four  quarters  for 

ruteo  and  furnished  by  the  BLS. 

lculated  shall  be  added  to  the 
i Mediately  preceding  quarterly 
onstitute  the  labor  or  material 
od  involved.  When  an  index  for 
ed  is  computed  and  furnished  by 
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APPENDIX  C 

SAMPLE  OF  COMPUTATION  OF  LABOR  ESCALATION  UNDER  1962  CLAUSE 


1.  Befl 
escalati 
contract 

a.  Th 
1962. 

b.  Th 
articl 

c.  The 

a.  t 

$31,97 
e.  The 


acted  below  is  a  saaple  computation  of  the  labor 
on  adjustsent  for  the  6th  quarterly  period  under  a 
containing  the  1962  clause.  The  sasple  assumes: 
e  date  on  which  the  contract  was  signed  is  Deceaber 

e  labor  percentage  specified  in  paragraph  (a)  of  the 
e  is  29%. 

base  aonth  for  labor  is  September  1962. 
he  contract  target  cost  stated  in  the  clause  is 
2.000. 

labor  escalation  table  specified  is  as  follows: 


Quarterly 

period 


Percent  of  labor  cost 
apportioned  to  quarterly 
period 


Percent  of  contract 
cost  subject  to  ad¬ 
justment  for  changes 
In  labor  cost  appor¬ 
tioned  to  quarterly 
period 


100% 

f.  The.  labor  indices  .  furnished 
Statistics  for  the  three  aont 
quarterly  period  are  as  follows: 
Month 

April  1964 
May  1964 
June  1964 


1964 


29.0% 

r  the  Bureau 
i  comprising 

Index 

102.0 

102.2 

102.4 


Laboi 


2.  Difference  between  6th  Quarter 
Month  Index. 

Average  6th  Quarter  Labor  Index 
Month 


6th  Quarter  Labor  and  Contract  Base 


June  1964 


Total 

Average 


Index 

183:2 

102.4 

3oi7i* 

102.2 


Increase  in  6th  Quarter  Index  over  Contract  Base  Month 
Index  of  September  1962. 

Average  for  6th  Quarter  102.2 

Ease  Month  Index  100.9 


Difference 


1.3 


3 


.  Percentage  Increase  in,. Labor  Index. 
1.3  Difference  /  100.9  Base  Month 
Bounded  off  four  decisal  places 


.012884 

.0129 


6th  Quarter  Increase 
Bounded  off  six  aeci 


mal  places 


.0003354 


.000335 


is 


Dollar  Adjustment  in  Contract  Target  Cost  for  Labor  Increas 
the  6th  Quarter. 

Contract  Target  Cost  $31,972*000 


6th  Quarter  increase 
Dollar  Adjustment 


J  r  m\J  UV 

.000335 

$1 37^7  37(5  20000 


APPENDIX  D 
PPG- 7  CLAUSE  (1975) 


(a)  General 


.  The  contract  price  agreed  to  by  theL parties  reflects  th* 
labor  ana  aaterial  price  levels  of  the  base  aonth  identified 
in  paragraph  (d)  below.  it  is  anticipated  that  the 


Contractor *s  actual  costs  for  labor  and  aaterial  aay  change 
froa  the  labor  and  aaterial  costs  projected  on  the  basis  of 
such  price  levels  and  the  parties  desire  to  provide  for 
adjustaent  to  the  coapensation  to  reflect  such  changes. 
-  - -rdless  ‘  -  ! 


ide  for 
changes. 


?o never,  regardless  of  the  actual  changes  in  the  costs  o 
abor  and  aaterial  experienced  during  the  period  o 


the  procedures  specified  herein, 
(b)  Honthly  Period 


delivery  of  the  last  vessel  to  be  delivered  under  the 
contract.  Por  the  purpose  of  this  Article,  a  "aonthly 
period"  or  "aonth:* y  period  involved"  shall  begin  on  the 
first  day  of  a  calendar  aonth  and  shall  end  at  the  end  of 
the  last  day  of  that  calendar  aonth;  except  that"aonthly 

Seriod"  shall  include  calendar  aonths  of  the  effective 

ate  of  this. contract  and  the  delivery  date  of. the  last 
1  to  be  delivered  under  the  contract,  respectively. 


vessel  to  be  delivered  under  the  contract,  r< 
(c)  Costs  Subject  to  Coapensation  Adjustaent 

cost  <JUcK°Sia*  c?S|!?« 

subject  to  adjustaent  are  (i)  direct  eater: 
direct  labor  costs,  and.(iii)  75  X  of  indii 
reaalning  25%  of  indirect  costs  are  n< 
adjustaent.  The  costs  subject  to  coapensi 
under  this  Article  include  the  costs  of 
change  orders  or  other  work  for  which  the  c< 


s  Article,  the  eleaents  of 
nthly  costs  of  the  contract 
direct  aaterial  costs,  (ii) 


subject  to  adjustaent  pursuant 

msuant  to  other  provisions  of 
such  contract  price  adjusts 
basis  of  the  labor  and  aateria 
aonth  identified  in  paragraph  (a 
this  contract,  the  terns  "di 
"Indirect  costs"  shall  have  t 
allowable  in  accordance  with  Sec 
Procureaent  Regulations  in  ef 
contract. 


75  %  of  indirect  costs;  the 
osts  are  not  subject  to 
to  coapensation  adjustaent 
e  costs  of  perforaance  of 
which  the  contract  price  is 
to  the  "Changes"  clause  or 
the  contract.  Accordingly, 
ents  shall  be  priced  on  the 


ReguJ 


the  contract.  Accordingly, 
ents  shall  be  priced  on  the 
1  price  levels  of  the  base 
)  below.  Pgr  the  purpose  of 
rect  aaterial  costs",  and 
he  aeanings  and  shall  be 
tion  XV  of  the  Araed  Forces 
feet  on  the  date  of  this 


perio|.  tie  Con tract or^shafi  sub 
certified  stateaent  of  the  cost 
each  vessel  under  the  contract 
("aonthly  costs")  and  (ii)  a 
total  cuaulative  costs  incurred 
contract  froa  the  effective  date 
of  that  aonthly  period  ("total 
aonthly  costs  shall  separately 
costa,  the  direct  labor. costs 
incurred  during  that  aonthly  per 


ng  the  end  of  each  aonthly 
ait  to  the  Governaent  (I)  a 
s  incurred  by  vessel,  for 
during  that  aonthly  period 
certified  stateaent  of  the 
for  all  vessels  under  the 
of  the  contract  to  the  end 
cgsts") .  The.  stateaent  of 
Identify  the  direct  aaterial 
.  and  the  Indirect  costs 
lod  for  each  vessel. 


ncurred 


aonthly.  period  ("totaj 
costs  shall  separately 
the.  direct  labor,  cost 


Identify  the 
.  and  the 
lod  for  each 
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SSIP" 


f£@  15  I 

111  <ii 

full  ai 


of  this 
fhich  are 
jh 

•Payee: 


Article,  monthly  costs  and 
"Incurred  costs”  as  that 


13)  For  the 
total  costs  are  costs 
term  is  defined  in. paragraph 

(til)  of  Article  4,  "Payments",  except  that; 

‘.ncurred  costs  for  material  shall  also  include  the 

_ mounts  of  all  billings  received  froe  vendors  during 

the  monthly  period  involved,  whether  or  not  the  Contractor 
has  paid  the  full  aeount  of  such  billin 


ngs. 


(ii)  incurred  costs  shall  exclude  the'amounts  determined 
in  accordance  with  the  contract  provisions  identified  m 


►aragraph  (a) 


IP 


_ contract  provj 

(ii)  of  Article  6, 
contract  (ED.  note; 


Sat 

e vision"  of' thj.»  WVSU  -.4  CAW  U  \CdUm  U  W  V  i  AUJ 

forward  priced  and  separately  accounted  for)  . 

(4)  The  .  costs  identified  in  the 
subparagraphs . shall  be  subject  to  Government  ver 
u^cn  submission  by  * 


"INCENTIVE  Price 
any  items  fully 


nnum 

eritified 


statements 


_  the 

such  costs. 


Contractor  of  the  cent 


(d)  Labor  and  Eaterial  Indices 

..  (D  Adjustments  in  compensation  on  account  of  changes  in 
direct  material  costs  shall  be  based  on  the  changes  in  the 
"Index  for  steel  Vessel  Contracts".  (1957  *  lOOf  (herein 
sometimes  called  the  "Eaterial  Index")  furnished  to  the 
Naval  Sea  Systems  Command  by  the  Bureau  of  Labor  Statistics 
of  the  Department  of  Labor(BLS)  .  For  the  purpose  of  this 
contract,  the  base  month  for  the  Eaterial  Index  shall  be  Nay 
1974.  1 


..  (2),  Ad  justments  in  .com  pen  sat  ion  gf .account . of  changes  in 

direct  labor  costs  and  on  account  of  75%  of  indirect  costs 
shall  be  based  on  the  changes  in, the  "Indexes  of  Change  in 
Straight-Time  Average  Hourly  Earnings. for  Selected  Shipyards 
for  Steel  Vessel  Construction  ana  All  Begions"  (Jane  1962 
*100)  (herein  sometimes  called  the  "Labor  Index),  furnished 
to  the  Naval  Sea  Systems  Command  by  the  Bureau  of  Labor 
Statistics  of  the  Department  of  Labor  (BLS)  .  For  the 
purpose  of  this  contract,  the  base  month  for  the 
shall  be  Hay  1974. 


te  Labor  Index 


(3)  _  In.  the  event  that 


fer iol*in 
that 


both,  for  the  monthly 

Contractor  at  the  end  o_  _  _ 

adjustments  pursuant  to  this.  Art 
average  of  monthly  changes  in  t 
previous  3  months  for  which  BLS 
average  of  changes  so  calcula 
table  index  for  the  imn 
Lod.and  the  sum  shall,  gon^t 


appiflal 

Sericd  i _  _ _ _ 

ndex  for  the  monthly  period 
for  that  monthly  period  has 
compensation  adjustment  for  th 
recomputed  on  the  basis  of 
additional  payment  to  or  re 
required  by  such  recompute tion  f 
be  reflected  in  any  inyoice(s) 
payment  under  any.  provision  or 
amount  has  been  paid,  offset  or 


Labor. or  Eaterial  Index,  or 
volved  is  unavailable  to  the 
onthly  period,  compensation 
icle  shall  be  based  upon  the 
he  applicable  Index  for  the 
indices  are  available.  The 
ted  shall  be  added  to  the 

Jdiately  preceding  monthly 
tut e  the  Labor  or  Eaterial 
volved.  When  the  BLS  Index 
been  made  available,  the 
at  monthly  period  shall  be 
such  BLS  Index,  and  any 
payment  by  the  contractor 
or  that  monthly  period  shall 
thereafter  submitted  for 
this  contract  until  such 
recouped  in  full. 


(4)  in  ..the  event  that  the  Final.Labor  or  Eaterial  Index, 
or  both,  for  any  monthly  period  differs  from  the  Labor  or 
Eaterial  Index  previously  made  available  by  BLS  for  that 
monthly  period,  the  compensation  adjustment  for  the  Honthly 
period  shall  be  recomputed  on  the  basis  of  such  Final  Index 
and  any. additional  payment  to  or  repayment  by. the  contractor 
required  by  such  recomputation  for  that  monthly  period  shall 
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be  reflected  in  any  invoice  (si  submitted  thereafter 
payment  under  any  provision  or  this  contract  until 
amount  has  been  paid,  offset  or  recouped  in  full. 


.  (5)  ,  The  .Contractor  shal 

claculations  invo  lying  the  In 
h  and  said  calculat 


paragraph  and  said  calculat 
verification  by  the  Government. 


1,  be  responsibl 
dices  provided  r 
ions  snail  be 


ill 

subject 


(e)  Computation 


(1)  The  direct  material  costs  for  each  vessel. certified 
on  the  statement  of  monthly  costs  shall  be  multiplied  by  the 
base  month  aaterial  Index  and  the  product  thereof  shall  be 

Material  Index  for  that  monthl 


divided  by  the  Material.  Index 
provided  however,  that  m  res 
commencing  after  the  delivery  da- 
H  for  sucn  vessel  to  be  deliver' 
above  product  shall  be  divided  b 
monthly  period  or  the  aforesaid  i 
the  Material  Index  for  that  aont! 
lesser;  provided,  further,  that  : 
contract  delivery  date  is  extendi 
responsibility  or  excusable 
adjustment  for  each  month  of 
recomputed  on  the  basis  of  th< 
month.  The  result  of  each  compu 
be  expressed  in  dollars  and  centi 

(2)  The.  direct  labor  cost! 
costs  certified  on  the  st ataman’ 
vessel  shall  be  multiplied  byt 
and  the  product  thereof  shall  be 
for  that  monthly  period  commenc: 
then  set  forth  in  section  H  for 
under  the  contract,  the  above 
the  Labor  Index  for  the  month 
contract  delovery  date  or  by 
monthly  period,  whichever  is  the 
that  In  the  event  thereafter  su< 
extended  for  reasons  of  Goy* 
excusable  delay,  the  compensate 
of  such  extentlon  shall  be  recoi 
Labor  Index  for  such  month.  Th 
for  each  vessel  shall  be  express 


for  that  monthly  period. 

?ect  of  any  monthly  period 
e  then  set  forth  In  Section 
ed  under  the  contract,  the 


the  Labor  Index  tor  the 
contract  delovery  date  oi 
monthly  period,  whichever  : 
that  In  the  event  thereafti 
extended  for  reasons  oi 
excusable  delay,  the  comp< 
of  such  extentlon  shall  b< 


hly  period,  whichever  is  the 
in  the  event  thereafter  such 
ed  for  reasons  of  Government 
delay,  the  compensation 
such  extentlon  shall  be 
e  Material  Index  for  such 
tation  for  each  vessel  shall 
s. 

s  plus  75 %  of  the  indirect 
t  of  monthly  costs  for  each 
the  base  aonth  Labor  Index, 
divided  by  th*  Labor  Index 
ing  after  the  delivery  date 
such  vessel  to  be  delivered 
product  shall  be  divided  by 
ly  period  of  the  aforesaid 
the  Labor  Index  for  that 
lesser;  provided,  further, 
ch  contract  delivery  date  Is 
ernment  responsibility  or 
on  adjustment  for  each  aonth 
aputed  on  the  basis  of  the 
e  result  of  each  computation 
ed  is  dollars  and  cents  . 


(3)  The  amounts  of  the  results  of  (IV  and.  (2)  above,  for 
vessel,  and  the  amount  of  the  25%  or  Indirect  costs  for 


(3)  The  amounts  of  the  : 
each  vessel,  and  the  amount 
each  vessel  certified  on  th< 
subject  to  adjustment  shal 
constitute  the  "Base  Cost"  : 
period. 


monthly  statement  which  are  not 
be  added,  and  the  sum  shall 
•r  such  vessel  for  that  monthly 


(4)  .The  Base  Cost  for  each  v 
involved  shall  be  subtracted  fro 
vessel  and  the  resulting  differ 
constitute  the  amount  of  the  ad 
the  monthly  period  involved  f 
however,  that  no  adjustment.  In  c 


constitute  the  amount  of  the  ad 
the  monthly  period  involved  f 
however,  that  no  adjustment.  In  c 
the  event  that  the  cumulative  s 
vessels  for  all,  preceding  month 
then  set  forth  in  the  contract; 
the  event  the  Ceiling  Price 
adjustment  in  compensation  shall 
the  cumulative  sum  of  the. Base  C 
such  month  does  not  exceed  such 


essel  for  the  monthly  period 
m  the  monthly  costs  of  such 
ence  (plus  or  minus!  shall 
justaent  in  compensation  for 
or  each, vessel,  provided, 
cmpensation  shall  be  made  in 
urn  of  the  Base  Costs  of  all 
s  exceeds  the  ceiling  Price 
provided,  further,  that  In 
thereafter  is  increased, 
be  made  for  each  aonth  that 

?sts  of  all  months  preceding 
ncreased  Celling  Price. 


(5)  The  aaount  of  the.  adjustaent  in  coapensation.  for 
each  vessel  determined  as  above.  (plus  or  ainus)  ,  snail  be 
set  forth  in  a  Suppleaental  Agreeaent  to  this  contract, 
which  also  shall  set  forth  the  coaputations  upon  which  the 
adjustaent  in  coapensation  is  based. 

(6)  In  the  event  that  the  aaount  shown  in  any 
Suppleaental  Agreeaent  pursuant  to  subparagraph  (e)  (5j 
above  is  a  ainus  figure,  such  aaount  shall  be  deducted  froa 
any  invoice(s)  presented  for  payaent  under  any  provision  of 
this  contract  until  such  aaount  has  been  offset  or  recouped 
in  full. 

(f)  Fayaent  of  Coapensation  Adjustaent 

,  Payaents  of  aaounts  of  coapensation  adjustaent.  under 
this  Article  shall  be  Bade  .  aonthly,  after,  subalssion  and 
verification  of  the  Inforaation  and  calculations  required  by 


the  paragraphs  (c) ,  (d) ,  and  (e)  above,  and  after  execution 
of  the  Suppleaental  Agreeaent  oursuant  to  subparagraph  (e) 
(5)  above,  and  upon  subalssion  of  proper  invoices  by  the 
contractor,  subject  to  any  adlustaents  pursuant  to 

subparaaraphs  <d)  (2),  (d)  (3),  and  tel  (5)  ,  ai  applicable; 

provided,  that  any  such  payaent  shall  be  deferred  to  the 
extent  of  the  aaount  that  such  payaent,  when  added  to  the 
total  of  all  payaents  previously  aade  under  the  contract 
(other  than  payaents  aade  pursuant  to  paragraphs  (b)  and  (d) 
"  ‘  “  eed  the  aaount  of  the 


(other  than  payaents  aade  pursuant  to  paragraphs  (b)  and  (d) 
of  Article  4,  "Payaents1*}  would  exceed  the  aaount  of  the 
total  costs.  Payaent. of  such  deferred  aaount  shall  be  aade 

?ro aptly,  upon  subaission  of  proper  Invoices  by  the 

ontractor.  whenever  such  aaount.  or  portion  of  such  aaount, 
when  added  to  the  total  of  all  payaents  aade  under  the 
contract  (other  than  payaents  aade  pursuant  to  paragraphs 
(b)  and  (d)  of  Article  4,  "Payaents"}  would  not  exceed  the 
aaount  of  total  costs.  Upon  delivery  of  the  last  vessel 
under  this  contract,  any  reaaining  deferred  payaents  for 

foapensation  ad jus taunts  shall,  upon  subaission  of  proper 
nvoices.by  the.  Contractor  and  verification  thereof  by  the 
Contracting  officer,  be  proaptly  paid. 


in  vo  ices  .  b 
Con tract in 


proapt 


1,  upon  subaission  of  proper 
|y  ver||ication  thereof  by  the 


(g)  Inspection  of  Records 

The.  Contractor  shall  . saint ain  and  sake  ayailable  .for 
inspection  by  the  Contracting  Officer  or  his  duly  authorized 
representatives,  in  addition  to  such  books,  records,  and 
papers  otherwise  required  under  this  contract  to  be 
aalntained  and  aade  available  to  the  Governaent  for 
exaaination.  such  books,  records,  and  papers  as  nay  be 
necessary  (I)  for  the  verification  of  the  costs, certified  by 
the  Contractor  have  been  Incurred,  and  (li)  for  the 
evaluation  and  substantiation  of  any  coapensation  adjustaent 
requested  under  the  provisions  of  this  Article.  Errors  in 
the  stateaents  of  costs  incurred  and/or  In  the  coaputation 
of  coapensation  adjustaents  shall  be  corrected  proaptly,  and 
such  correction  snail  be  reflected  in  the  next  Invoice 
subaitted  after  such  correction.  (Failure  of  the  Contractor 
to  ccaply  with  any  provision  of  this  paragraph  (g)  shall 
constitute  proper  grounds  for  the  witholding  of, any  and  all 
payaents  under  any  provision  of  the  contract  until  such  tlae 
as  the  Contractor  fully  coaplies  with  all  provisions  of  this 
paragraph  to  the  satisfaction  of  the  Contracting  Officer.) 

(h)  Disputes 

Any  dispute  arising  .under  .this  clause  shall  be 
deterainea  In  .accordance  with  provisions  of  the  "Disputes" 
clause  of  Section  L. 


aake. ayailable  for 
his  duly  authorized 
oks,  records,  and 
contract  to  be 
Governaent  for 
papers  as  say  be 
osts  certified  by 
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APPENDIX  E 

1975  CLAUSE  FORMULA  FOR  ESCALATION  PAYMENT 


Syabcls: 


ESg 

M 

0 

BLS 

I 

b 

c 


|sgalation 

Material 

Overhead 

Bureau  of  Labor  Statistics 

Index 

Base 

Current 


For aula: 


Escalation  payaents  are  coaputed  by  the  following 
Monthly  Esc.  (L HO)  *  Actual  Monthly  costs  -  Base  Costs 


where. 


Monthly  Costs 


B 

c 


A  ♦  B  ♦  C 

Material  Cost:  full  actual 
costs ,  including  any  contractor 
withholding  froa  vendors 

tabor  Costs:  Actual  paid  direct 
abor  costs 
Indirect  Costs 


and. 


Ease  Costs 


D 

E 

P 


(B)  (B)  ♦  (E)  (P)  (C)  ♦ 


BLSI. 
a  fra 
tract ; 


(for  aaterial) 
(for  labor) 


.  BLSI (c) 

/  BLSI (C)  _  __ 

ion  defined  in  the  con- 
(P  *  90%  is  coaaonly  used) 


Exaacle: 

Let  actual  aonthly  costs  be: 


A 

B 

C 


Actual  Monthly 
Material  Costs 
Actual  Monthly 
Labor  Costs 
Actual  Indirect 
Costs 


$  500,000 
$1,000,000 
$  900,000 


A  ♦  B  ♦  C  ■  Actual  Monthly 
Costs 


$2,400,000 


And  Base  Costs  be  dete rained  by:  .  , 

BLSI(H)  Base  Period 


BLSI(M)  current  Period 


110 

100 


0.0901 


E 


BLSljL^  Base_ Period^ 
BLSI(L)  Cur  rent  Period 


100 

120 


0.8333 


0 


m 


Then  escalation  recovery  is  given  by: 


Monthly  Bsc. 


(A*B ♦£)  - 
JEU.  9WC) 

i- 833  fc§1  o7 
2.4000*000 
$$47, 1^7 


«  Wh7E,< 

8?o;oo&,(-ri3!,<S88f 

000  -  2,052,823 


APPENDIX  P 

SSN  688  CLASS  CLAUSE  (CURRENT) 


COMPENSATION  ADJUSTMENTS  (LABOR  AND  MATERIAL) 

(a)  General 

(1\  The  contract  prices  agreed  to  by  the  parties  reflect 
the  price  levels  of  the  base  periods  identified  in  paragraph 
(d)  below.  It  is  anticipated  that  the  contractor’s  actual 
costs  aay  vary  from  the  price  levels  of  the  base  periods  and 
the  parties  desire  to  provide  for  adjustnent  to  compensation 
to  reflect  such  variations.  However*  regardless  of  the 

_ _ .  _  _ _ _ * _ a  i  t  _  • _ *_  i  _  _ _ j  _  a 


the  parties  desire  to  provide  fa 
to  reflect  such  variations, 
actual  variations  in  the  costs  e 
of  performance,  adjustments  in 
variations  shall  be  computed  and 
the  procedures  specified  herein. 


Except  as  hereinafter  provided  in  paragraph  (e)  (3). 
nts  in  compensation  shall  be  made  in  respect  or  each 


.  .  (2)  Except  as  hereinafter  prov 
adjustments  in  compensation  shall 
individual  vessel  for  each  monthly 

*  A  4%  *  _  X X  J ..X  -A-  L.  X  1.  - _ A.  l  i  * 


■aae  in  respeci 
riod.  commencin< 


individual  vessel  ror  each  monthly  period  commencing  January 
1980  and  ending  with  the  monthly  period  in  which  tne  actual 
delivery  of  the  last  vessel  to  be  delivered  under  the 
contract  occurs  or  the  monthly  period  In  which  the  "Post 


contract  occurs  or  the  monthly  period  In  whi 
Delivery  Date"  (see  paragraph  (a)  (3)  below) 

vessel  occurs*  whichever  is. later.  For  the  pu 
clause*  a  "monthly  period"  or  "monthly  peri 


of  the  last 
ose  of  this 


shall  mean  the  contrac 


er  is  later.  For  the  purpose  or  this 

?erlcd"  or  "monthly  period  involved" 
or' s  normal  accounting  month. 


,  (3).  The  "Post  Delivery  Date"  for  the  purpose^  of  this 

clause  is  defined  as  a  date  eight  (8)  months  after  the 
contract  delivery  date  of  the  applicable  vessel  set  forth  in 
Section  H,  "Deliveries  or  Performance". 

(b)  Pricing  of  Changes 

(1)  The  costs  subject  to  adjustment  under  this  clause 
include,  the  costs  of  performance  of  changes  or  other  work 
for  which  the  contract  price  is  subject  to  equitable 
adjustment  .pursuant  to  the  "Changes"  clause  or  pursuant  to 
other  provisions  of  the  contract.  Accordingly*  equitable 
adjustments  to  the  contract  price  shall  be  determined  on  the 
basis  of  actual  and/or  projected  direct  material  costs* 
direct  labor  costs  and  indirect  costs  de-escalated  to  price 
levels  of  the  base  periods  identified  in  peragraph  (d) 
below.  The  method  or  de-escalation  shall  be  the  same  as 
that  set  forth  in  paragraph  (e)  for  determining  compensation 
adjustments  and  base  costs. 


.  (2).  Ifl  the  «*tnt  and  to  the 
under  the  "Changes"  clause  resu 
being  incurred  with  respect  to 
period  commencing  subsequent  to 
such  vessel  .(or*  in  the  case 
delivered*  the  monthly .  period 
actual  delivery  date  if  such 
Delivery  Date)*  the  equitable 
shall  take  account  of  such  cost 


actual 
Dell  ye 


value (s)  rather  than  at  the  ba 

S&iutiSKtt'ilUft.  SttBu 

preclude  payment  of  any  costs  re 
(c)  Cost  Subject  to  Compensation 


extent  that  work. authorized 
Its  or  will  result  in  costs 
a  vessel  after  the  monthly 
the  Post  Delivery  Date  of 
of  the  last  vessel  to  be 
commencing  subsequent  to  the 
date  occurs  after  the  Post 
adjustment  for  such  change 
s  at  their  estimated  actual 
se  period  value (s)  provided 
the  costs  included  in  the 
ent(s)  shall  be  adjusted  to 
imbursed  under  this  clause. 

Adjustaent 


85 


purpose  of  this  clause,  th 
following  categories  shall 


<1).For  the  .  ..  .  _  ___ 

costs  in  the  following  categories 
nonthly  compensation  adjustment: 


e  total  allowable 
be  subject  to 


selected  employee  benefits 

1  PICA  (indirect  costs) 

2  State  and  Federal  Workmen’s  Compensation 
(indirect  costs) 

3  unemployment  Compensation 
(indirect  costs) 

4  Disability  (indirect  costs) 

5  Federally  Mandated  National  Health  Program 
(indirect  costs) 

6  Federally  Mandated  changes  to  hours  of  work 
per  week  or  per  day  and  changes  to  the  pay¬ 
ment  of  overtime  (indirect  and  direct  costs) 


Selected  energy  costs 

1  Electricity 

2  Fuel  oils 
ri)  Bunker  C 
(ii)  Diesel 

3  Coke 

4  Coal 


(indirect  costs) 


fl«-  -6-» 


0  (No.  2  by  gallon  and  drum) 


e 

f 


One  hundred  percent  of  the  imputed  cost  of 
facilities  capital  (indirect  costs) 

?inety-£ive  percent  of  indirect  costs  other  than 
ndirect  costs  in  (c)  (1)  a,  b.  and  c  above 
One  hundred  percent  of  direct  labor  costs 
One  hundred  percent  of  direct  material  costs 


(2)  Within  30  days  after  the  end, of  =  ach  monthly  period 
with  respect  to  each  individual  vessel,  the  contractor  shall 
submit  to  the  Government:  (i)  a  certified  statement  of  the 

costs  incurred  for  that  vessel  during  that  nonthly  period 
(monthly  costs)  and  (ii)  a  certified  statement  of  the  total 
cumulative  costs  incurred  for  that  vessel  from  the  effective 
date  of  the  contract  to  the  end  of  that  monthly  period 
(total  costs).  The  statement  of  monthly  costs  shall 
separately  identify  the  direct  material  costs.  the  direct 
labor  costs  and  the  indirect  costs.  With  respect  to 
indirect  costs,  the  statement  of  nonthly  costs  shall  state 
separately  from  all  other  indirect  costs  (i)  the  monthly 
incurred  selected  employee  benefit  cost?  of  the  type 
Identified  in  paragraph  (c)(1)  a  above,  (ii)  the  nonthly 
incurred  selected  energy  costs  of  the  type  identified  in 

faragraph  (c)  (11b  above,  (iii)  the  montnlyimnuted  cost  of 
acilities  capital  allocated  to  the  vessel  involved,  and 
(iv)  the  ninety-five  percent  of  indirect  costs  subject  to 
compensation  adjustment. 

a. The  monthly  selected  enpl 
vessel  involved  shall  be  the  pro 
the  yard-wide  total  selected  en 
type  identified  in  paragraph  (cl 
total  overhead  dollars,  excl 
facilities  capital,  allocated  to 
period  involved  and  the  product 
wide  total  overhead  dollars,  ex 
facilities  cap! ‘  - 

monthly,  i 


capital,  for  the  mont 
ncurred  selected  ene 


ee  benefi*  costs  for  the 
__ct  obtained  by  multiplying 
ployee  benefit  costs  of  the 
(11a  above  by  the  amount  of 
uding  the  imputed  cost  of 
each  vessel. for  the  monthly 
shall  be  divided  by  yard- 
lcudlng  the  imputed  cost  of 
hly  period  involved.  b  The 
rgy  costs  for  the  vessel 
obtained  by  multiplying  the 
costs  of  the  type  identified 
e  amount  of  general  overhead 
cost  of  facilities  capital. 
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for  the  aonthly  period  involved. 


enod  involved  and 
yard-wide  general 
ost  of  facilities. 


propose 


this  clause: 


.  fa)  "Direct  aa 
"indirect  costs"  a 
XV  or  the  Defense 
effective  date  of 


material  costs",  "direct  labor  costs",  and 
"  shall  nave  the  meaning  set  forth  m  Section 
nse  Acquisition  Regulation  in  effect  on  the 
this  contract. 


fc  "H 
"incurre 
defined 
"Pay  sent 
include 
vendors 
whether 
billings 
faciliti 
cost". 


qnthly  costs"  and  "tota 
d  costs"  and  "allowable 
in  paragraph  fa)  (iii) 
s"  except  that  "incurre 
the  full  aaounts  of 
during  the  aonthly  peri 
the  contractor  has  pai 
.  Purther,  on  this  co 
es  capital  shall  be  trea 


Regulation  i 

1  costs"  sha 
costs"  as 
of  the 
d  costs"  for 
all  billings 
od  involved 
d  the  full 
ntract,  the 
ted  as  an  "i 


11  include  only 
those  teras  are 
clause  entitled 
material  shall 
received  from 
irrespective  of 
amount  of  such 
imputed  cost  of 
ncurred  indirect 


(4)  The  costs  identi 
subject  to  audit  and 
in  accordance  with  the 
of  the  clause  entitled 


of  the  clause  enl 
(d)  Cost  Indices 


ied  in.  this  paragraph  (c)  shall  be 
nspection  by  the  Contracting  officer 
provisions  set  forth  in  paragraph  (h) 


tied  "Payments". 


,  .  J1)  Selected  employee  . ben® f 

shall  be  based  on  changes  in  the 
of  these  benefits.  Por  the  a 
hourly  cost  of  the  benefits  list 
determined  by  dividing  the  tota 
adjustments  made  at  the  end  o 
included  in  the  calculations  for 
the  contractors  accounts  for  t 
above  by  the  total  of  direct 
charged  to  all  product  lines  and 
accounts  and  the  result  shall  be 
of  decimal  places  as  the  index 
shown  in  paragraph  (d)  (8)  below. 


its  compensation  adjustments 
monthly  average  hourly  cost 
onth  involved,  the  average 
ed  in  (c)  (1)  a  above  shall  fie 
1  costs  recorded  (including 
f  the  accounting  year  and 
the  month  of  Deceaber)  in 
he  items  listed  in  (c)(1)  a 
and  indirect  labor  hours 
to  plant  under  construction 
carried  to  the  same  number 
value  for  the  base  period  as 


,  (2)  . Selected  energy  costs  compensation  adjustments  shall 

be  based  on  the  foiloeing: 


a  Electricity  and  fuel  oil  compensation  adjustments 
shall  be  based  on  changes  in  the  average  monthly  unit  values 
of  those  costs.  Monthly  unit  values  for  electricity  costs 
and  fuel  oil  costs  listed  in  (c)  (1)b  above  shall  be  computed 
by  dividing  the  total  usage  aaount  of  each  such  energy  cost 
element  during  that  aonthly  period  for  the  contractor's 
entire  yard  into  the  total  purchase  cost  billed  to  the 
contractor  for  the  total  usage  amount  of  each  such  energy 
cost  eleaent  and  the  result  shall  be  carried  to  the  same 
number  of  decimal  places  as  the  index  values  for  the  base 
periods  as  shewn  m  paragraph  (d)  (8)  below.  Average  aonthly 
unit  values  are  the  indices  for  computing  electricity  and 
fuel  oil  coapensation  adjustaents  under  paragraph  (e)  below. 


fuel 


(b)  Coke  and.  coal  coapensation  adjustaents.  under 
paragraph  (e)  below  snail  be  based  on  changes  in  the 
following  wholesale  price  indices  published  monthly  by  the 
Bureau  of  Labor  Statistics  (BLS)  :  Coke  shall  be  based  on 

Code  052,  Coke  (Foundry  By-product),  and  coal  on  Code  051, 
Coal. 


id.  coal  coapensation 
>elow  snail  be  based. 


paragraph  (e)  below, 
i  adjustments,  under 


ibe  based  on  changes  in  the 
ndices  published  monthly  by  the 


i 
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s 


for  ill 
indirect 
c  above; 
the  ,  "In 
Earnings 
Construe 
soaetise 
Sea  Syst 


.Compensation  adjustments  under  paragraph  (e)  belov 
imputed  cost  of  facilities  capital;  95  percent  of 
costs  other  than  indirect  costs  m  (c)  (1)a.  b,  and 
and  direct  labor  costs  shall  be  based  on  changes  in 
dices  of  Change  in  Straight-Time  Average  Hourly 
for  Selected  Shipyards  for  Steel  Vessel 
tion  and  All  Regions"  (September  1980  »  100)  (herein 
s  called  the  "Labor  Index1*)  furnished  to  the  Naval 
eas  Command  by  the  BLS. 


(4)  Adjustments  in.  compensation  under  paragraph  (e) 
belov  for  direct  material  costs  shall  be  based  on  the 
changes  in  the  "Index. for  Steel  Vessel  Contracts"  (1967  * 
100)  (herein  sometimes  called  the  "Material  Index") 
furnished  to  the  Naval  Sea  Systems  Command  by  the  BLS. 


(5)  In  the  event  that  any.  of  the  specified. indices  for 
the  monthly  period  Involved  are  unavailable  to  the 
contractor  at  the  close  of  that  monthly  period,  compensation 
adjustments  pursuant  to  thi§  clause  shall  be  based  upon  the 
average  of  monthly  changes  m  the  applicable  indices  for  the 

frevious  four  (4)  months  for  vhich  indices  are  available  . 

he  gverage  of  changes  so  calculated  shall  be  added  to  the 
applicable  index  for  the  immediately  preceding  monthly 
period  and  the.  sum  shall  constitutue  the  index  for  the 
monthly  period  involved.  When  the  applicable  index  for  the 
monthly  period  involved  has  been  made  available*  the 
compensation  adjustment  for  that  monthly  period  shall  be 
recomputed  on  the  basis  of  such  index*  and  any  additional 
payment  to  or  repayment  by  the  contractor  required  by  such 
recomputation  for  that  monthly  period  shall  be  reflected  in 
any  invoicefs)  thereafter  submitted  for  payment  under  any 
provision  of  this  contract  until  such  amount  has  been  paid, 
offset  or  recouped  in  full. 

.(6)  In  the  event  that  any  of. the  specified  indices  for 
any  base  period  or  any  monthly  period  differs  from  the  Index 
previously  available  for  that  period,  the  compensation 
adjustment  for  the  applicalble  monthly  period (s)  shall  be 
recomputed  on  the  basis  of  such  revised  index  and  any 


additional  payment  to  or  repayment  by  the  contractor 
required  by  such  recomputation  for  that  monthly  period  (s) 
shall  be  reflected  in  any  invoice  Is)  submitted  thereafter 
for  payment  under  any  provision  of  this  contract  until  such 
amount  has  been  paid*  offset  or  recouped  in  full. 

.  (7)  ,  The  .contractor  shall  be  responsible  for  the 

calculations  involving  the  indices  provided  for  m  this 
paragraph*  and  said  calculations  shall  be  subject  to 
verification  by  the  Government. 

(8)  For  the  purpose  of  computing  .compensation 
adjustments  under  this,  clause.  the  following  are  the 
applicable  base  period  index  values  (subject  to  adjustment 
as  specified  in  paragraph  (d)  (6)  above) : 


of  computing  ,co 
.  the  following 
lues  (subject  to 


compensation 
ng  are  the 
o  adjustment 


Description 

Selected  employee  benefits  costs 
Selected  energy  costs: 


ected  energy  coa 
Elect  ricitf 
Banker  C .1*0.  6) 


Diese 

Diese 

Ccke 


:  (No, 
60  (1 
60  (1 


drum) 


Base  Index 
Period  Value 


1980 


Seb  1980 
Seb  1980 


Seb  1980 


1980  $.50110 
1980  $.90687 
1980  $80.44 


430.6 


/hour 


1980  $.04116  /KWH 


1: 

/55gal. 
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Ccal 

Cost  of  facilities  capital; 

95 *  of  indirect  costs  other  than 
indirect  costs  in  (c)(1)  a,b,  and 
c  above;  and  direct  labor  cost 

Direct  aaterial  cost 


Sep  1980  472.1 


Sep  1980  100.0 
Sep  1980  275.9 


Index  value  for  selected  employee  benefit  costs  is  deter* 
mined  by  dividing  the  base  year  total  selected  employee 
benefit  costs  by  the  base  year  total  labor  hours  (direct 
and  indirect)  charged  to  all  product  lines  and  to  Plant 
Onder  Construction  accounts. 


(e)  Computation  of  Compensation  Adjustment  and  Base  Cost 

(1)  For.  the  .purpose  of  computing  compensation 
adjustments  under  this  clause,  the  following  computations 
shall  be  used  for  all  the  categories  of  cost  specified  in 
paragraph  (c)  (1)  . 


a  For  each 
Delivery  Date 


monthly  period  c 
of  a  vessel,  th 


ommencing  prior  to  the  post 
e  amount  of  the  applicable 
1  certified  on  the  statement 
y  period  shall  be  multiplied 
alue  of  the  applicable  Index 
e  result,  the  compensation 
ategory  of  cost,  .  shall  be 
r.  The  calculation  is  as 


for  that  monthly  period  and  th 
adjustment  for  the  applicable  c 
expressed  to  the  nearest  dolla 
follows; 

Current  Base  Curran 

Honth  --  Period  X  Month 
Index  Index  Cost 

Current  Honth  Index 


Compensation 
Adjustment 


b  For  each  monthly  period  commencing  (i)  subsequent  to 
the  Post  Delivery  Date  of  a  vessel  and  Jill  prior  to  the 
post  or  actual  delivery  date  of  the  last  vessel  to  be 
delivered  under  the  contract  (whichever  date  is  later)  ,  the 
value  of  the  applicable  index  for  the  monthly  period  of  the 
Post  Delivery  Date  of  the  vessel  involved  or  the  value  of 
the  applicalble  index  for  the  monthly  period  involved, 
whichever  value  is  the  lesser,  shall  be  the  value  used  in 
the  computation  in  (e)(1)a  above  as  the  Current  Month  Index 
to  calculate  the  compensation  adjustment. 


In  the  event  and 


the  extent  that  the  contract 


Delivery 


extended  on  a  day-for-day  basis  and  if.  as  a  result,  the 
post  Delivery  Date  is  extended  beyond  the  monthly  period  (si 
involved  shall  be  recomputed  on  the  basis  of  the  value  of 
the  applicable  index  for  the  monthly  period  (s)  involved. 


d  For  any.  monthly  period  c  ommencing,  subsequent. 

Sost  or  actual  delivery  date  of  the  last  Vessel 
elivered  under  the  contract,  whichever 
there  shall  be  no  compensation  adjustment. 

(21  For  the  purpose  of  computing 
following  shall  apply: 

a  For  each  monthly  period  commencing  pri 
actual  delivery  date  of  the  last  vessel 
under  the  contract,  whichever  date 
compensation  adjustments  computed  under  (e 


subsequent,  to  the 
ast  Vessel  to  be 
date  is  the  later. 


For  the  purpose  of  coaputing  Base  Cost, 
shall  apply:  .  . 
ch  monthly  period  cossencing  prior  to  the  post  or 
elivery  date  of  the  last  vessel  to  be  delivered 


on  a 


tract,  whichever  date  is  later,  the 
ustaents  computed  under  (e)  (1)  above  for  all 


later , 
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categories  .of  cost  for  each  vessel 
subtracted  fros  Total  Monthly  Cost  f 
monthly  period. 


vessel  shall,  be  totaled  and 
ost  for  such  vessel  for  that 


J3)  Mo  adjustsent  in  coapensation  under  this  clause 
shall  be  aade  for  any  aonthly  period  for  any  vessel  In  the 
event  that  the  cuaulative  sub  of  the  Base  Costs  for  all 
vessels  for  all  preceding  apnthly  periods  exceeds  the 
Ceiling  Price  then  set  forth  m  this  contract:  provided. 


rurtner,  that  in  tn$  event  the  gening  price  therearter  is 
increased,  by  aodification  to  this  contract,  adjustaent  in 
coapensation  under  this  clause  shall  be  aade  for  each 
aonthly  period  that  the  cuaulative  sub  of  the  Base  Costs  for 
all  vessels  for  all  preceding  aonthly  periods  does  not 
exceed  such  increased  Ceiling  Price. 


.  (*)).. The  aaount  of  *he  ad j ustaent  in  compensation  for 
each  individual  vessel  deter  lined  as  above  (plus  or  ainus) 
shall  be  set  forth  separately  in  a  Supplemental  Agreement  to 
this  contract,  which  also,  shall  set  forth  the  coaputation 
upon  which  each  adjustaent  in  coapensation  is  based. 

J5)  In  the  event  that  any  aaount  shown  in  any 
Suppleaental  Agreeaent  pursuant, to  subparagraph  (e)  (41  Ih 
respect  to  a  vessel  is  a  ainus  figure,  sucn  aaount  shall  be 
deducted  from  any  invoice (s)  presented  for  payaent  under  any 
provision  of  this  contract  until  such  aaount  has  been  offset 


provision  of  this  co 
or  recouped  in  full. 


(f) 

aaounts 
be  aade 
Except 
coapensa 
on  a  biw 
adjusted 
Por  the 
the  con 
period  i 


Payaent  of  coapensation  Adjustaent.  Payments  of 
f  coapensation  adjustaent  Qpder  this  clause  shall 
for  each  vessel  on  the  basis  of  aonthly  periods, 
as  provided  In  sub  pant  graph  (f)  (3)  below, 
ion  adjustaent  payaents  shall  be  aade  provisionally 


tion  adjustaent  payaents  shall  be  aade  provisionally 
eekly  oasis  as  set  forth  in  (f )  (2)  below  and  then 
on  a  aonthly  basis  as  set  forth  in  (f)  (1)  below, 
purpose  of  this  paragraph  (f)  :  a  weekly  period  is 

tractor's  noraal  accounting  week,  and  a  biweekly 
s  two  consecutive  weekly  periods. 


(1)  After  execution  of 
Pursuant  to  subparagraph  (e)(4), 
of  a  aonthly  period,  and  upon  su 
the  contractor  shall  be  paid  or 
each  vessel  the  aaount  set  f 
Agreeaent.  less  the  sub  of  the 
coapensation  adjustaents  paid  or 
vessel  pursuant  to  (f)  (2)  below 
we^ks  of  biweekly  periods,  fall 
which  the  Suppleaental  Agreeaent 
Agreeaent  snail  set  forth 
coapensation  adjustaent  aaount 
purpose  of  Baking  provisions 
payaents  pursuant  to  subparagrap 
periods  ending  after  executi 
Agreeaent  until  the  next  Supplea 
The  biweekly  provisional  coapens 
each  vessel  shall  be  dete rained 


each  vessel  snail  be  dete  rained 
the  coapensation  adjustaent  for 
set  forth  In  the  Suppleaental  A 
the  nuaber  of  weekly  periods  in 
the  Suppleaental  Agreeaent  appli 
be  multiplied  by  two  and  the  pr 
provisional  coapensation  adjusts 


the.  Suppleaental  Agreeaent 
of  this  clause  in  respect 
baission  of  proper  invoices, 
there  shall  be  deducted  for 
orth  in  such  Suppleaental 
aaounts  of  the  provisional 
payable  on  account  of  such 
for  biweekly  periods,  or  any 
ing  in  the  aonthly  period  to 
applies.  Each  Suppleaental 
a  biweekly  provisional 
for  each  vessel  for  the 

t  (ffi?ra§!iis,,fo?43?;am 

on  of  such  Suppleaental 
ental  Agreeaent  is  executed, 
ation  adjustaent  aaount  for 
by  dividing  the  aaount  of 
the  aonthly  period  involved 
greeaent  for  each  vessel  by 
the  aonthly  period  to  which 
es.  The  quotient  shall  then 
oduct  shall  be  the  biweekly 
ent  aaount. 


lent  shall  then 
be  the  biweekly 


„  (2)  At  .the,  end  of  every  biweekly  period,  upon 

of  proper  invoices,  the  contractor  snail  be  phid 
of  each  vessel  .the  biweekly  provisional  o 

bo  st 


of  each  vessel  the  biw< 
adjustment  set  forth  in 
Suppleaental  Agree  sent. 


id,  upon  subaission 
be  paid  on  account 
.onal  compensation 
recently  executed 


.  ,  (3).  Any  payment  under  (f)(1)  or  (f)(2)  above  3hallbe 
deferred  to  the  extent  that  the  amount  of  such  payment,  when 
added  to  the  total  of  all  payments  previously  paid  or 
payable  with  respect  to  such  vessel  under  this  clause  and 
the  "Payments"  clause  (other  than  payments  made  pursuant  to 
paragraph  (g)  of  the  "Payments"  clause),  would  exceed  the 
total  cost  limitations  which  are  then  applicable  to  that 
vessel  under  the  terms  of  paragraphs  (a)  fly,  (2),  (3),  and 

(4)  of  the  "Payments"  clause.  Deferred  payments  of 
compensation  adjustments  shall  be  paid  upon  subaission  of 
subsequent  invoices,  certified  by  the  contractor  on  the 
related  invoice  to  have  been  incurred  by  it  m  performance 
of  wcrk  on  such  vessel,  whenever  such  payment,  when  added  to 
the  total  of  all  payments  previously  made  with  respect  to 
such  vessel  under  this  clause  and  the  "Payments"  clause 
(other  than  payments  made  pursuant  to  paragraph  (g)  of  the 
"Payments"  clause)  would  not  exceed  the  total  cost 

limitations  which  are  then  applicable  to  that  vessel  under 
the  terms  of  paragraphs  (a)  (If,  (2),  (3),  and  (4)  of  the 

"Payments"  clause  or  the  allowable  cost  (as  that  term  is 
defined  In  this  clause)  .  After  the  close  of  the  monthly 
period  during  which  the  last  delivered  vessel  is  actually 
delivered,  remaining  deferred  payments  foy  compensation 
adjustment  shall,  upon  subaission  of  proper  invoices  by  the 
contractor  and  upon  verification  thereof  by  the  Contracting 
Officer,  be  promptly  paid. 


<4) 

to  make 


The  Government  agrees  that  any  r 
progress  payments  more  frequent 


uest  for  approval 
than  once  every 


to  make  progress  payments  more  frequently  than  once  every 
two  weeks  will  include  a  request  for  similar  approval  of 


more  frequent  compensation  ad  jus 
approval  by  cognizant  Government  au 
will  be  modified  accordingly 
consideration  by  the  Contractor  to 
modifications. 


adjustment  payments.  Opon 
f  authority,  this  provision 


authority,  this  provision 
ly  without  additional 
o  the  Government  for  such 


compensation  made  in  accordance  with  paragraph  (e)  of  this 
clause,  and  hence  said  adjustments  will  Be  paid  separately 
and  are  outside  the  incentive  price  revision  formula 
proyided  for  in  the  clause  hereof  entitled  "Incentive  Price 
revision  (Firm  Target)". 


revision  (Firm  Target)". 

sh.lft.  DJS?£S!».d  ii”Iccor 
provisions  of  the  "Disputes" 


dispute  arising  under  this  clause 
corlance  with  and  subject  to  the 
s"  clause  of  the  contract. 
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